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United States Court of Appeals 

District ok Columbia. 


No. 8977. 


CHEXERY CORPORATION, H. M. ERSK1XE, R. H. 
NEILSON, ET AL., Petitioners, 

v. 

SECURITIES AND EXCHANGE COMMISSION, 

Respondent. 


Petition for Review of Order of Securities and Exchange 

Commission. 


BRIEF FOR PETITIONERS CHENERY CORPORATION, 

ET AL. 


JURISDICTIONAL STATEMENT. 

The case is before this Court upon a petition to review 
an order of the Securities and Exchange Commission issued 
under the Public Utility Holding Company Act of 1935, 49 
Stat. 803, 15 U. S. C. Sec. 79a et seq. The petition for re¬ 
view was filed pursuant to Section 24(a) of the Act. 




Tile order oi' the Commission, which was issued on Feb¬ 
ruary 7, 1945, reapproved a plan of reorganization which 
originally had been approved by an order of the Commis¬ 
sion issued on September 24, 1941. That order had been 
reviewed by this Court, Chenery Corporation v. Securities 
and Exchange Coni m ission, 75 U. S. App. D. C. 374, 128 
F. (2d) 303, and by the United States Supreme Court, Se¬ 
curities and Exchange Commission v. Chenery Corpora¬ 
tion, 318 U. S. 80, 87 L. ed. 626. 

In its order of September 24, 1941, the Commission had 
approved a pian of reorganization of Federal Water Ser¬ 
vice Corporation (hereinafter called “Federal”) and its 
merger with two other corporations, with a provision to the 
effect that preferred stock of Federal purchased by these 
petitioners while successive plans were before the Commis¬ 
sion, could not be exchanged for common stock of the sur¬ 
viving corporation on a parity with other preferred stock 
of the same class, but must be surrendered to the surviv¬ 
ing corporation for cost, plus four per cent interest. 4 

This Court reversed the order of the Commission. Chen- 
supra. On certiorari, the Supreme Court, after stating in 
cry Corporation v. Securities and Exchange Commission, 
its opinion that “the Commission’s order cannot be sus¬ 
tained,” remanded the cause to this Court with directions 
to remand to the Commission for such further proceedings 
not inconsistent with the opinion as might be appropriate. 
Securit ies and Exchange Com m ission v. Chenery Corpora¬ 
tion , supra. On April 5, 1943, pursuant to the mandate of 
the Supreme Court, this Court entered an order setting 
aside the September 24, 1941, order of the Commission and 
remanding the cause to the Commission for further pro¬ 
ceedings not inconsistent with the opinion of the Supreme 
Con rt. 

The Commission, however, on February 7, 1945, entered 


• On the preferred stock so acquired but sold by these petitioners before the 
date of the opinion the petitioners were required, in effect, to pay to the sur¬ 
viving corporation any profits made by them. 
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its present order, reapproving the plan ol' reorganization 
riginally approved on September 24, 1941, which had been 
the subject of the former review. 

March 22, 1945, these petitioners filed in this Court their 
petition for review of the Commission's order of February 
7. 1945. 

The pleadings and orders involved in the case are more 
fu’lv sol forth in the following statement. 


STATEMENT OF CASE. 

Original Proceedings Before the Commission. 

Federal Water Service Corporation, a Delaware Corpo¬ 
ration (hereinafter called Federal), was a holding company 
owning securities of subsidiaries which operated water, 
gas, electric and other properties. November 8, 1937, Fed¬ 
eral registered with the Securities and Exchange Commis¬ 
sion under the Public Utility Holding Company Act of 1935, 
and filed with the Commission, under Section of 
said Act and the rules of tlie Commission, an application 
for a report on a plan of reorganization, and declarations 
regarding the alteration of rights of holders of outstanding 
securities and the solicitation of consents. The application 
and declarations set forth a plan for the voluntary re¬ 
organization of Federal, to be accomplished by amend¬ 
ment to its certificate of incorporation pursuant to Sec¬ 
tion 26 of the Delaware Corporation Law, and by a reduc¬ 
tion in its capital pursuant to Section 28 of the Delaware 
Corporation Law. At the time of the filing of the applica¬ 
tion and declarations. Federal had outstanding six classes 


* The Commission’s conclusions refer frequently to Section 11 of the 
Act, but as this Court snid “the fact is that the proceedings in the present 
case were conducted under Section 7”. Chen cry Corporation v. Securities and 
Erchanyr Commission, supra, p. 377. 
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or series of stock: $7, $6.50, $6, $4 series preferred stock, 
Class A stock and Class JB stock. Dividends in arrears had 
accumulated on all series of preferred stock and upon the 
Class A stock. Federal had valuable assets and had sub¬ 
stantial annual net income, but, by reason of earlier losses 
and depreciation in the value of investments, the corpora¬ 
tion had a capital deficit which under Delaware law pre¬ 
vented the payment of dividends. The plan contemplated 
the simplification of the corporate structure and the elimina¬ 
tion of the capital deficit by a reduction of capital, so that 
the corporation might resume the payment of dividends. 
(40, 41, 131-135)* 

The Commission objected to the plan first proposed, new 
plans were filed, and continued discussions were had with 
representatives of the Commission toward the development 
of a plan which the Commission would permit to become 
effective under the Public Utility Holding Company Act of 
1935, which would comply with the law of Delaware as to 
the rights of holders of preferred stock to arrears of divi¬ 
dends, and which would also command the necessary con¬ 
sent of the stockholders of Federal as required by Delaware 
law. After the decision on January 16, 1940, in Eavender 
v. Federal United Corporation. 11 A. (2d) 331,** which es¬ 
tablished that under Delaware law preferred stock together 
with dividends in arrears thereon might be converted into 
new securities through a merger. Federal filed with the 
Commission on March 30, 1940, amendments to its applica¬ 
tion and declarations, setting forth a new plan of reorgani¬ 
zation by way of merger. The amendments proposed the 
merger into Federal of two other Delaware corporations. 
Utility Operators Company and Federal Water and Gas 
Corporation. Utility Operators Company, the stock of 


* All references in parentheses are to pages of the Appendix containing the 
printed portions of the record. 

**For a discussion of the Delaware cases as showing the problems faced by 
the directors of Federal during the period in which the plans were submitted to 
the Commission, see Accrued Dividend > on Cumulative Preferred Stocks: The 
Legal Doctrine, 55 Harv. L. Rev. 71. 



which was largely owned by officers and employees of 
Federal and its subsidiary' companies, owned all of the 
Class B stock of Federal. Federal owned ail of the stock 
of Federal Water and Gas Corporation. Utility Operators 
Company and Federal Water and Gas Corporation also 
hied with the Commission declarations regarding the alter¬ 
ation of the rights of the holders of their securities in ac¬ 
cordance with the proposed merger agreement. (136, 137). 

During the period from November 8, 1937, to June 30, 
1940, the petitioners purchased preferred stock in Federal 
in amounts as follows: 


Shares 

$6.00 $6.50 $7.00 

Name Preferred Preferred Preferred 


Chenery Corporation 

3860 

3547 

1211 

H. M. Ersk.ine 

25 

50 


JR. H. Neilson 

10 



W. A. Culin 

50 

110 


F. T. Tansill 


65 


Ii. D. McHenrv 


75 

15 

T. H. Wiggin 

50 

30 


C. M. Chenery 

150 

170 


J. N. Greene 

45 



H. G. Calder 


40 


C. P. Rather 

110 

310 


Wm. E. Matthews, III 


65 


C. van den Berg, Jr. 

25 

1535 

140 

W. R. Edwards 

100 



Watson Dark 

5 

160 

60 

E. C. Deal 

85 



F. R. Harris 

130 

173 

40 

E. C. Elliott 

27 



Total purchased by 

petitioners 

4672 

6330 

1466 


A comparison of these purchases with the total stock trans¬ 
ferred during the period and the total stock outstanding in 
each class is: 
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$6.00 

$6.50 

$7.00 


Preferred 

Preferred 

Preferred 

Total outstanding 

71,706 

69,SSS 

15,296 

Transfers during period 
from January 1, 193S, 
to June 30, 1940* 

69,578 

61,595 

12,919 

Purchased by petitioners 
during period from 
November 8, 1937, to 
June 30, 1940 

4,672 

6,633 

1,466 


The only sales of this stock by petitioners during the 
period were: C. M. Chenery sold 125 shares of the $6.00 
preferred stock and 2U shares of the $6.50 preferred stock, 
and C. van den Berg, Jr., sold 25 shares of the $6.00 pre¬ 
ferred stock and 700 shares of the $6.50 preferred stock. 
(79-83). 

When these purchases were made the petitioners other 
than Chenery Corporation were officers or directors of 
Federal or of Utility Operators Company. Chenery Cor¬ 
poration was a family holding company which had nine 
stockholders, of whom two, who owned approximately 47 
per cent of the stock of Chenery Corporation, were officers 
or directors of Federal or Utility Operators Company. All 
of these purchases and sales of stock in Federal were cur¬ 
rently reported to the Commission by the purchasers as 
required by Section 17 of the Public Utility Holding Com¬ 
pany Act of 1935. (35, 138). 

June 29, 1940, the Commission issued tentative findings 
in which the question was raised for the first time whether 
the preferred stock which had been purchased by officers 
and directors of Federal and Utility Operators Company 
and by Chenery Corporation while plans of reorganization 
were pending before the Commission should be treated on 

• This docs not include transfers from November ft, 1937, to December 
31, 1937, inclusive, since the evidence only gave that year as a whole. It is 
an interesting coincidence that during the period in question an amount 
of stock changed hands which was approximately equal to the total amount 
outstanding. Petitioners purchased something less than 9 per cent of the 
stock sold. 
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any different basis than other preferred stock. Hearings 
were had on this question, and C. T. Chenery, the President 
of Federal, testified that he had advised the purchases 
of preferred stock of Federal by the Chenery Corporation 
and by the individual officers and directors, because he be¬ 
lieved that the preferred stock was a very good investment, 
and because by its purchase the management could main¬ 
tain a voting interest if the B stock should be eliminated.* 
The testimony also showed that full information in regard 
to the corporation had always been given to the stockholders 
and to the public. (47, 49, 50). 

In its present decision, the Commission quotes Mr. Chen- 
ory's testimony as to the reason for these purchases as 
follows: 

“Chenery Corporation purchased it on my advice. I 
have felt, have testified, and have told everyone who has 
asked me over the past years that I thought that pre¬ 
ferred stock of Federal Water Service Corporation, 
over a long period of time, was sufficiently sound so that 
it would again pay dividends and that this would be 
true whether any plan of reclassification was consum¬ 
mated or not, that there were inherent values in the 
Corporation which would be reflected in the stock and 
that if no plan of reclassification were put through, that 
the accumulation of the earnings over a period of time 
would be sufficient to cure the deficit and dividends 
would again be resumed. 

“Also, the officers and employees of this Corpora¬ 
tion bought the B stock in 1932 at my suggestion and 
on my advice and paid approximately $600,000 for it, 
contracted to pay more.** The situation of the Cor¬ 
poration since that time has improved substantially. 


* The position of the company had been that it could not put through a vol¬ 
untary’ plan of reorganization without the consent of the Class B stock, and that 
it was not unfair or inequitable to recognize the voting power of the Class B 
stock in some small waj’, as that stock was being asked to consent to a 
modification of its contractual rights. The Commission, however, finally in¬ 
sisted upon the elimination of the B stock, and it was not included in the 
plan which was ultimately approved. 

**Mr. Chenery refers to the purchase of B stock by Utility Operators Com¬ 
pany, the stock of which was taken in large part by officers and employees 
of the system. 






8 


This B stock was bought by all classes of employees. I 
think more than 99 percent of officers and employees 
bought it and paid for it by deductions from their sal¬ 
aries over a three or four-year period. 

“The original plans for reclassification contemplated 
that the B stockholders would be given an opportunity 
to buy their way back in the Corporation, first by giv¬ 
ing them a special stock which was convertible into new 
common stock upon the payment of cash and which 
maintained their voting power over a period of years; 
second, by giving them options so that it was all the 
time contemplated that these people who held this Cor¬ 
poration together by contributions from their salaries 
and wages should not be thrown out. I have always re¬ 
garded the ownership of this stock by the employees of 
the Corporation as one of the great assets of the Cor¬ 
poration. 

“Then the view shifted and apparently the feeling 
was that little consideration should be given to the B 
stock and finally that none should be given to it. The 
voting control of the B stock was thrown into the open 
market for anybody to pick up who desired it. I had 
knowledge first that the preferred stock was freely 
traded on the market, that there were any number of 
investment bankers buying and selling it constantly and 
secondly, that strong financial interests were accumulat¬ 
ing substantial blocks of this stock. 

“As long as we thought that a plan would be worked 
out which would give the B stock an opportunity to 
come back in the future, my suggestion was to those 
stockholders, and I think I testified to this effect at the 
first hearing here in 1937, that they should save so that 
at the expiration or at the end of the period, they would 
be in a position to exercise the option and acquire that 
stock. Then when it became apparent that this was not 
to be, a meeting was held of the B stockholders and it 
was their decision that they would contest any plan 
which worked them out completely and the suggestion 
was made that it would be wise to purchase such pre¬ 
ferred stock as they reasonably could so that in the 
event that there was litigation and the plan was not 
worked out and that finally it should be held that the 
B stock was not entitled to anything, that these men 
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who had held this Corporation together and who were 
its loyal servants would still have some position in the 
Corporation, some voice. 

*•*#♦#**** 

“* * # 1 wanted the employees if they lost the P> 
stock to have some secondary line of defense, which I 
thought would be in the ownership of the preferred 
stock, and I said it was my view that it was sound pol¬ 
icy for every person in the employ of the company who 
could spare the money to buy such preferred stock as 
thev could carrv, and that I would buv all that I could, 
through the Chenerv Corporation. 

“Many of them did buy such preferred stock. In 
some cases groups got together and borrowed money 
from the hank to be paid over a period of time with 
which to buy this preferred stock. 

“In the case of Chenerv Corporation, we liquidated 
dividend-paving securities at a loss in order to buy 
this stock. 

“The pendency of the plan, the time of the plan, had 
nothing to do with it. "When we could sell this stock 
and buy up Federal preferred on pre-determined ra¬ 
tios, the orders to the brokers were to sell the other 
stock and buy Federal preferred. 

“Xow T take full responsibility for the purchase of 
stock by officers and employees. I not only thought 
it was a sound thing for them to do. T thought it was 
highly desirable, not only from their viewpoint but from 
the viewpoint of the corporation, and I so expressed 
that opinion. I also said that I thought that the stock 
was inherently sound, that over a period of time, 
whether we had a plan or did not have a plan, that they 
wouldn’t have any loss in the stock.’’ (141-144). 


The successive plans for reorganization as filed from time 
to time with the Commission were available to the public, 
including ail stockholders, as were all financial reports tiled 
with the Commission. Mr. Cnlin, the treasurer of Federal, 
testified that the management had always been very free in 
giving information to everyone who asked for it. Annual 
reports of the company gave full information, quarterly 
earning statements were published in the financial pages 


I 


J 

i 


i 
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of the newspapers, the newspapers carried reports of the 
plans before the Commission from time 10 time, and various 
investment houses also gave information and advice with 
respect to the stock. (50). 

Mr. Chenerv testified : 


“* * • my feeling has been that if there is one cor¬ 
poration that has ever operated in the full blare of 
publicity, that this one is it. It was one of the first cor¬ 
porations to start and give full and complete details of 
every transaction. Standard Statistics has given re¬ 
ports at three-month intervals. There have been a 
dozen brokerage houses which have circularized pre¬ 
ferred stockholders consistently, telling them of every 
development and plan and advising them what to do. 
Our own policy has been not to refuse any stockholder 
any information at any time. There is no record since 
we have been in control of the company since March 
14. 1932, of our having refused any stockholder any in¬ 
formation on any subject.” (54. 55). 


Stock of Federal was sold in the over-the-counter mar¬ 
ket, and its quotations appeared daily in New York news¬ 
papers. All of the purchases in question were made in 
the open market, except in one instance when Chenerv Cor¬ 
poration acquired 2700 shares of 6V» per cent preferred 
from the investment house of Ingalls & Snyder in exchange 
for $100,000 principal amount of Federal debentures. Mr. 
Ingalls testified that his firm had full knowledge of the facts 
relating to Federal, and that 

“* * * today I am very much delighted we made the 
trade, * * * it’s been a most satisfactory trade.” (5S). 

Mr. Ingalls also testified that he knew that officers and 
directors of Federal or Utility Operators had been pur¬ 
chasing the preferred stock during the three or four years 
before he sold his stock. (59). 

The present findings of the Commission are that the peti¬ 
tioners paid $328,347 for all the preferred stock in question 
and that thev stood to receive new common stock “having a 

* o 
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par value and probable market value of approximately 
$395,380.’* (139 /.>/.) To the extent that this last admit¬ 
tedly approximate figure may be considered indicative, it 
obviously represents no more than ordinary market fluctua¬ 
tion during a period of several years. 

March *24. 1941, the Commission filed formal findings and 
an opinion in the proceeding. The plan then under consid¬ 
eration had contemplated the conversion of the four classes 
of preferred into new common stock. The Commission 
slated that the plan could not be approved in so far as it 
provided for participation of the preferred shares pur¬ 
chased by officers or directors of Federal or Utility Opera¬ 
tors Company, or by the Chcnery Corporation, after No¬ 
vember 8, 1937. on a parity with other shares of preferred 
stock of the same class. The Commission held that the offi¬ 
cers and directors were “trustees" who had purchased trust 
property, that they must account for any profit on such pur¬ 
chases and that 

"... honesty, full disclosure and purchase at a fair 

price do not take the case out of the rule.’’ 


Entry of an order was deferred, and it was stated that 
further consideration would be given to the matter if Fed- 
eral filed amendments to its proposed plan designed to 
cure this and other alleged defects therein. (8 S. E. C. 893). 

Thereafter amendments to the declarations and appli¬ 
cations were filed by the corporations, in order to present 
a plan which complied with the findings and opinion of tin* 
Commission. The proposed merger agreement was 
amended to provide among other things that no shares of 
common stock of the surviving corporation should he issued 
for the shares of preferred stock of Federal purchased 
since November 8. 1937, by Chenery Corporation or by the 
individual petitioners when they were officers or directors 
of Federal or of Utility Operators Company, but that each 
such purchaser should receive upon surrender of such 
stock to the surviving corporation the cost of such stock 
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with interest at 4 per cent per annum from the dates of its 
purchase to the effective date of the merger agreement. 
It was further provided in effect that the petitioners should 
account to the surviving corporation for any profit realized 
on any such stock as had been sold by them. (145). 

August 15, 1941, the petitioners tiled an application for 
leave to intervene in the proceedings before the Commis¬ 
sion, and objected to the approval of any plan of reorgani¬ 
zation containing a provision to the effect that the pre¬ 
ferred stock purchased by the petitioners should be treated 
on a less favorable basis than other preferred stock of the 
same class. August IS, 1941. the petitioners were given per¬ 
mission to intervene and were made parties to the proceed¬ 
ing with leave to file a brief. (86. 9*7, 145). 

September 24, 1941. the Commission made a report on 
the amended plan of reorganization, entered supplemental 
findings and opinion, and issued an order permitting the 
declarations, as amended in conformity with the Commis¬ 
sion's opinion of March 24, 1941, to become effective, and 
granting the applications as amended. The effect of this 
order was to deny the prayers contained in the intervening 
petition and brief of the petitioners. (10 S. Id. C. 200). 


Judicial Review. 

October 22, 1941, these petitioners filed a petition in this 
Court for review of the order of the Securities and Ex¬ 
change Commission of September 24, 1941, and prayed that 
the order be modified or set aside to the extent necessary 
to treat these petitioners on the same basis as other holders 
of preferred stock of Federal of the same class. The pro¬ 
ceedings were given No. 8074 in this Court. 

April 27, 1942, this Court entered its opinion in the case. 
Cinenery Corporation v. Securities and Exchange Commis¬ 
sion. supra. The Court stated in regard to the purchases, 
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“The Commission's brief and argument in this court 
explicitly declare that the conclusion to outlaw this 
stock is not ‘predicated on any finding that petitioners 
defrauded or failed to make the fullest disclosure to the 
stockholders from whom they purchased the shares in 
question.’ On the contrary, the Commission, very 
properly, admits that the transactions complained of 
were consummated without ‘any ulterior purpose’ and 
equally without any intention to profit personally ‘in 
the consummation of the plan through having traded 
while the proceedings were pending’. We have, there¬ 
fore, a case in which the facts are agreed, the good faith 
of petitioners admitted, and the decision based square¬ 
ly on the assumption that the purchase of securities of 
n corporation by its officers or directors for their own 
account, pending action on an application for approval 
of a merger, is ‘detrimental to the public interest’ as 
that phrase is used in Section 7(d) (6) of the Act." 
(p. 377). 


This Court said further: 

“ * * * it is admitted that there was a full and free 
disclosure before any purchases were made, the exer¬ 
cise of the utmost good faith throughout, * # # ” (p. 
379). 

It was held that no statute, regulation, or rule of common 
law or equity proscribed such purchases of stock, that Con¬ 
gress in enacting the Public Utility Holding Company Act 
of 1935 had never intended to proscribe an investment made 
under these circumstances, and that the action of the Com¬ 
mission was equivalent to retrospective legislation. The 
order of the Commission was therefore reversed. 

July 25, 1942, the Securities and Exchange Commission 
filed a petition for certiorari in the Supreme Court of the 
United States, and certiorari was granted October 12, 1942. 

February 1,1943, the Supreme Court of the United States 
entered its opinion in the case. Securities and Exchange 
Commission v. Chenery Corporation , supra. In finding 
“that the Commission’s order cannot be sustained,” the 
Court said: 
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“We completely agree with the Commission that offi¬ 
cers and directors who manage a holding company in 
process of reorganization under the Public Utility 
Holding Company Act of 1935 occupy positions of 
trust. We reject a lax view of fiduciary obligations 
and insist upon their scrupulous observance. . . . But 
to say that a man is a fiduciary only begins analysis; 
it gives direction to further inquiry. To whom is he a 
fiduciarv? What obligations does he owe as a fiduci- 
ary ! In wliat respect has he failed to discharge these 
obligations? And what are the consequences of his 
deviation from duty?” (102). 

The Court went on to observe the Commission had not 
made anv findings of fraud or of unfair dealing, but had 
stated that it was merely applying the broad equitable prin¬ 
ciples enunciated by the courts. The Court said further: 

“The Commission did not find that the respondents 
as managers of Federal acted covertly or traded on in¬ 
side knowledge, or that their position as reogranization 
managers enabled them to purchase the preferred stock 
at prices lower than they would otherwise have had to 
pay, or that their acquisition of the stock in any way 
prejudiced the interests of the corporation or its stock¬ 
holders. To be sure, the new stock into which the re¬ 
spondents* preferred stock would be converted under 
the plan of reorganization would have a book value— 
which may or may not represent market value—consid¬ 
erably greater than the prices paid for the preferred 
stock. But that would equally be true of purchases of 
preferred stock made by other investors. The respond¬ 
ents, the Commission tells us, acquired their stock as 
the outside world did, and upon no better terms. The 
Commission dealt with this as a specific case, and not 
as the application of a general rule formulating rules 
of conduct for reorganization managers. Consequent¬ 
ly, it is a vital consideration that the Commission con¬ 
ceded that the respondents did not acquire their stock 
through any favoring circumstances. In its own words, 
‘honesty, full disclosure, and purchase at a fair price’ 
characterized the transactions. The Commission did 
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not suggest that, as a result of their purchases of pre¬ 
ferred stock, the respondents would be unjustly en¬ 
riched. On the contrary, the question before the Com¬ 
mission was whether the respondents, simply because 
they were reorganization managers, should be denied 
the benefits to be received by the 6,000 other preferred 
stockholders. Some technical rule of law must have 
moved the Commission to single out the respondents 
and deny their preferred stock the right to participate 
equally in the reorganization.” (102-103). 

The Court held that the “cases upon which the Commis¬ 
sion relied do not establish principles of law and equity 
which in themselves are sufficient to sustain its order” and 
that 


“. . . before transactions otherwise legal can be out¬ 
lawed or denied their usual business consequences, they 
must fall under the ban of some standards of conduct 
prescribed by an agency of government authorized to 
prescribe such standards—either the courts or Con¬ 
gress or an agency to which Congress has delegated 
its authority. Congress itself did not proscribe the re¬ 
spondents’ purchases of preferred stock in Federal. 
Established judicial doctrines do not condemn these 
transactions. Nor has the Commission, acting under 
the rule-making powers delegated to it by § 11 (e), 
promulgated new general standards of conduct. It pur¬ 
ported merely to be applying, an existing judge-made 
rule of equity. The Commission’s determination can 
stand, therefore, only if it found that the specific trans¬ 
actions under scrutiny showed misuse by the respond¬ 
ents of their position as reorganization managers, in 
that as such managers they took advantage of the cor¬ 
poration or the other stockholders or the investing pub¬ 
lic. The record is utterly barren of any such showing. 
Indeed, such a claim against the respondents was ex¬ 
plicitly disavowed by the Commission.” (109). 


The case was remanded to this Court with directions to 
remand it to the Commission for such further proceedings, 
not inconsistent with the opinion, as might be appropriate. 



Securities and Exchange Commission v. Chenery Corpora¬ 
tion, 318 U. S. SO, 87 L. Ed. 626. April 5, 1943, this Court 
issued an order on the mandate of the Supreme Court di¬ 
recting- that the order of the Securities and Exchange Com¬ 
mission be set aside and remanding the cause to the Com¬ 
mission for such further proceedings, not inconsistent with 
the opinion of the Supreme Court of the United States, as 
might be appropriate. 


Subsequent Proceedings Before the Commission. 

Meanwhile the merger contemplated by the Commission’s 
order of September 24, 1941, had been completed according 
to the plan thereby approved, with a provision that no 
shares of common stock of the surviving corporation should 
be issued for shares of preferred stock of Federal pur¬ 
chased by the petitioners during the reorganization pro¬ 
ceedings. In view of the decision by the Supreme Court, 
Federal Water and Gas Corporation, the surviving corpo¬ 
ration, on April 7, 1943, filed an application and declara¬ 
tion asking leave to submit to its stockholders resolutions 
providing for an amendment and correction of the merger 
agreement, and for an amendment and correction of the 
certificate of reduction of capital, so as to permit the issue 
of stock in the surviving corporation to these petitioners on 
a parity with other preferred stockholders. On the same 
day these petitioners also filed a motion asking that such 
further proceedings be had as might be necessary to treat 
them on the same basis as other holders of preferred stock 
of Federal of the same class, and thereafter filed a brief 
urging that the application filed by the corporation be ap¬ 
proved. The matter was argued orally before the Commis¬ 
sion on the existing record. No new evidence was intro¬ 
duced. (118, 127, 129). 

February 7, 1945, the Commission entered an order deny- 
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ing the application of Federal Water and Gas Corporation 
to amend the plan of reorganization,* and ordering that the 
plan of reorganization theretofore approved by the Com¬ 
mission's order of September 24, 1941, and the transactions 
contemplated by said plan be reapproved as of September 
24, 1941. The effect of this order of February 7, 1945, was 
to deny the motion of the petitioners that they be treated on 
the same basis as other holders of preferred stock of Fed¬ 
eral of the same class. With its order of February 7, 1945, 
the Commission filed a statement of facts and conclusions 
in which the Commission stated as the basis of its decision: 

“As we understand the opinion of the Supreme 
Court, our determination of 1941 in this case was held 
to be unsupported by certain equity precedents on which 
we relied. And as we construe the Supreme Court's 
mandate we are directed to re-examine the case and to 
decide on the facts, viewed in the light of that conclu¬ 
sion of the Court, whether our special experience in 
administering the legislative policy of the Act indicates 
a necessity for reaffirming our previous determination 
or whether, instead, our earlier ruling should be modi¬ 
fied.” 

The decision of the Commission was that its previous de- 
termination should be reaffirmed. The Commission held 
that the plan, if amended, would not be “fair and equitable 
to the persons affected thereby” within the meaning of Sec¬ 
tion 11 (e) of the Act, and it would involve the issuance of 
securities on terms “detrimental to the public interest and 
the interest of investors” forbidden by Sctions 7 (d) (6) 
and 7 (e) of the Act, and that it would “result in an unfair 
and inequitable distribution of voting power” within the 
meaning of the latter section. The Commission stated: 

“We are led to this result not by proof that the in¬ 
terveners committed acts of conscious wrongdoing but 
bv the character of the conflicting interests created bv 

* An order denying the application had theretofore boon entered on April 
17. 1944. but was withdrawn by the Commission. 
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the interveners’ program of stock purchases carried out 
while plans for reorganization were under considera¬ 
tion.” (149). 

1 # * # # * * * # •** 

“As we have already indicated, the personal integrity 
of these particular interveners is not a question at is¬ 
sue in this case.” (163). 

March 22, 1945, these petitioners filed their present peti¬ 
tion praying that this Court review the order of the Com¬ 
mission of February 7, 1945. and that the order be modified 
or set aside to the extent necessary to treat these petition¬ 
ers on the same basis as other holders of preferred stock of 
Federal of the same class. The petitioners also ask for 
such other relief as this Court may deem appropriate. 


STATEMENT OF POINTS. 

1. The Commission erred in denying the application of 
Federal Water and Gas Corporation for leave to submit to 
its stockholders resolutions providing for an amendment and 
correction of the merger agreement and for an amendment 
and correction of the certificate of reduction of capital, so 
as to permit the issue of stock in the surviving company to 
these petitioners on the same basis as other holders of pre¬ 
ferred stock of Federal of the same class, and the Commis¬ 
sion erred in not approving said application, and in not per¬ 
mitting the declaration filed therewith to become effective. 

2. The Commission erred in reapproving those provisions 
of the amended plan of reorganization previously approved 
by the Commission’s order of September 24, 1941, which 
provided that the preferred stock of Federal purchased by 
these petitioners since November 8, 1937, should be treated 
on a different basis from preferred stock of Federal of the 
same class held by other stockholders. 
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3. The action taken by the Commission is wholly arbi¬ 
trary; it is retroactive in effect and constitutes an attempt 
at retrospective legislation; it is unfair, inequitable, and 
detrimental to the public interest and to the interest of in¬ 
vestors; it violates the provisions of the Public Utility 
Holding Company Act of 1935, and it is erroneous and il¬ 
legal. Its retrospective effect deprives the petitioners of 
property without due process of law in violation of the 
Fifth Amendment of the Constitution. 

4. The action taken by the Commission in reaffirming its 
previous determination, and in reapproving its order of 
September 24, 1941, is inconsistent with the opinion of the 
Supreme Court of the United States, and is in violation of 
the order issued by this Court directing that the order of 
the Commission of September 24, 1941, be set aside and re¬ 
manding the cause to the Commission for further proceed¬ 
ings not inconsistent with said opinion. 


STATUTE. 

The relevant parts of the Public Utility Holding Com¬ 
pany Act of 1935, 49 Stat. 803, 15 U. S. C., Sec. 79 are set 
forth in an appendix hereto. 


SUMMARY OF ARGUMENT. 

The decision of tlie Supreme Court on the former appeal 
in this case was that no statute, judicial doctrine, or rule 
of the Commission precluded the petitioners, as officers and 
directors of Federal and Utility Operators, from purchas¬ 
ing stock in Federal during the period while successive 
plans of reorganization were pending before the Commis¬ 
sion. The Supreme Court pointed out that the record was 
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“utterly barren” of any showing of misuse by the peti¬ 
tioners of their position as reorganization managers. The 
Supreme Court held that the former decision of the Com¬ 
mission, denying participation in the reorganization to 
these petitioners on the same basis as other stockholders, 
“could not stand”. 

Now the Commission has reaffirmed its former decision 
on exactly the same record. No additional testimony 
has been taken. The Commission disavows the existence 
of any proof of “conscious wrongdoing”, and, as before, 
the Commission bases its decision solely on “the character 
of the conflicting interests”. The only difference be- 
tween the decisions is that the former decision was 
based on an erroneous conception of equity while the pres¬ 
ent decision is based on an erroneous conception of the 
Commission’s administrative powers. 

We contend that the Commission’s present order, deny¬ 
ing equal participation to the petitioners, is not supported 
bv the evidence or even bv the findings of the Commission, 
and that it is wholly arbitrary, especially in its retroactive 
features. 

We contend that any power in the Commission to resolve 
problems of policy is legislative in its nature and should be 
exerdsed by the promulgation of regulations, prospective 
in their operation, general in their application, and specific 
in their terms, which will serve as a fair warning to such 
persons as may come within their provisions. 

This retroactive order of the Commission would, in fact, 
deprive the petitioners of property without due process, 
since an important attribute of their stock is the contrac¬ 
tual right to be treated on a parity with other stockholders. 
Whether the Commission purports to act in an administra¬ 
tive. legislative, or judicial capacity, it has no power under 
the statute to enter an order the effect of which is to change 
existing law in such a way as to deprive the petitioners of 
their property. 
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ARGUMENT. 

i 

l. 

j 

The Record, Findings, Decision and Order Are Essentially 
the Same as on the Prior Review, Although the Su¬ 
preme Court then Held that the Order “Could Not 
Be Sustained.” 

i 

By the order entered February 7, 1945, and now under 

* * 7 7 I 

review: 

i 

1. The Commission denied an application to amend 
the plan of reorganization to treat stock of these peti¬ 
tioners on the same basis as other preferred stock. 

2. The Commission reapproved its order of Septem¬ 
ber 24, 1941, which treated the stock of these petition¬ 
ers on a different basis from other stock. 

In its effect, the order entered by the Commission on Feb¬ 
ruary 7, 1945, is exactly the same as the order entered on 
September 24,1941. In that respect the proceedings in this 
Court and in the Supreme Court have been fruitless. 

The record on which the order of February 7. 1945 , is 
based is exactly the same as the record on which the order 
of Septe uber 24, 1941. was'based. No additional evidence 
was introduced on behalf of the Commission, or on behalf 
of any of the parties to the proceeding. Although two hear¬ 
ings were had before the Commission, these involved only 
the presentation of argument by counsel on the record al¬ 
ready existing. 

The Commission’s findings have been completely rewrit¬ 
ten, but there is no material change in the facts as found. 

It is true that the Commission lias attempted to avoid the 
effect of its former concession of good faith, but the 
Commission has made no finding to the contrary. In its 
decision in 1941, the Commission had held that the petition¬ 
ers were “trustees” who had purchased trust property, 
that they must acount for any profit on such purchases, and 
that 

i 

I 

i 
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“ ' * * honesty, full disclosure and purchase at a fair 
price do not take the case outside the rule.” (8 S. E. C. 
893,6-7) 

The position of the Commission at that time was stated by 
this Court as follows in ('lit'aery Corporation v. Securities 
tnifl Exchange Commission. To C. S. App. 1). C. .’>74: 

‘‘Tiie Commission's brief and argument in this court 
explicitly declare that the conclusion to outlaw this 
stock is not ‘predicated on any finding that petitioners 
defrauded or failed to make the fullest disclosure to 
the stockholders from whom they purchased the shares 
in question.’ On the contrary, the Commission, very 
properly, admits that the transactions complained of 
were consummated without ‘any ulterior purpose’ and 
equally without any intention to profit personally ‘in 
the consummation of the plan through having traded 
while the proceedings were pending.’ (p. 377) 

“ * * * it is admitted that there was a full and free dis- 
dosure before any purchases were made, the exercise 
of the utmost good faith throughout.” (p. 379) 

The Supreme Court stated: 

“Tiie Commission's determination can stand, there¬ 
fore, only if it found that the specific transactions un¬ 
der scrutiny showed misuse by the respondents of their 
position as reorganization managers, in that as such 
managers they took advantage of the corporation or the 
other stockholders or the investing public. The record 
is utterly barren of any such showing. Indeed , such a 
claim against the respondents teas explicitly disavowed 
by the Com mission." (109). (Italics ours) 

Xow, however, the passage of more than three years and 
change in membership has dulled the Commission’s origi¬ 
nal perception of the good faith of these petitioners. The 
Commission now says that it never made a finding of ‘‘hon¬ 
esty, full disclosure and purchase at a fair price,” and that 
the Supreme Court was mistaken in that regard (164, /.«.). 
Tiie Commission makes no finding on this point, and states 
its position as follows: 


»> 

•J 


‘‘As we have already indicated, the personal integri¬ 
ty of these particular interveners is not a question at 
issue in this case. For obvious reasons we do not con¬ 


ceive it our function to try to guess whether a reor¬ 
ganization manager, faced with a choice of conducting 
the reorganization for the accomplishment of his own 
objectives or for the benefit of security holders gener¬ 
ally, is the kind of man who would be likely to take one 
course and not the other.” (163). 


The case thus comes again to this Court, in the words of 
the Supreme Court, ‘‘with a record utterly barren of any 
showing” that these petitioners ‘‘misused their position” 
or ‘‘that they took advantage of the corporation, the other 
stockholders or the investing public”, and while the Com¬ 
mission has not again “explicitly disavowed” a claim to 
the eontrarv, it has made no finding to the contrarv. The 
petitioners are the same men, and the same acts by them 
are again under review upon exactly the same record. 

The precise decision of the Commission of September 24, 
1941, was that stock which was acquired by these petition¬ 
ers during a period in which successive reorganization plans 
were before the Commission should not be permitted to 
participate in the reorganization on an equal footing with 
other stock of the same class. The decision of the Com¬ 
mission of Februarv 7, 1945, now under review is exactlv 
the same. 


2 . 

The Commission Has Misinterpreted the Decision of the 

Supreme Court. 

The only differences in the Commission’s two decisions 
are in the reasons advanced therefor. In the decision of 
September 24, 1941, the Commission professed to decide 
the case according to principles applied by courts of equity. 
The present decision professes to be based on the “special 












experience’’ of the Commission. The Commission now un¬ 
dertakes to decide the case on the following theory: 

“As we understand the opinion of the Supreme 
Court, our determination of 1941 in this case was held 
to he unsupported by certain equity precedents on 
which we relied. And as we construe the Supreme 
Court’s mandate we are directed to re-examine the case 
and to decide on the facts, viewed in the light of that 
conclusion of the Court, whether our special experience 
in administering the legislative policy of the Act indi¬ 
cates a necessity for reaffirming our previous determi; 
nation or whether, instead, our earlier ruling should be 
modified.” (130). 

We submit that the Commission has completely misin¬ 
terpreted the decision of the Supreme Court. The Supreme 
Court certainly decided, as did this Court though for dif¬ 
ferent reasons, that the decision of the Commission of Sep¬ 
tember ‘24. 1941, was erroneous. The Supreme Court said: 

“ ... the Commission’s order cannot be sustained.” 

In the light of this language it seems inescapable that the 
earlier ruling of the Commission should have been set 
aside, not reaffirmed. When this had been done we submit 
that the only reasonable and legal action that the Commis¬ 
sion could have taken, consistent with the opinion of the 
Supremo Court, would have been to treat these petitioners 
on the same basis as other holders of preferred stock of 
Federal Water Service Corporation of the same class. 

The Supreme Court said: 

.i * « * before transactions otherwise legal can be- 
outlawed or denied their usual business consequences, 
they must fall under the ban of some standards of con¬ 
duct prescribed by an agency of government authorized 
to prescribe such standards—either the courts or Con¬ 
gress or an agency to which Congress has delegated its 
authority. Congress itself did not proscribe the re¬ 
spondents’ purchases of preferred stock in Federal. 
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Established judicial doctrines do not condemn these 
transactions. Xor has the Commission, acting under 
the rule-making powers delegated to it bv Sec. 11 (e), 
promulgated new general standards of conduct. * * * ” 
(109). 

Let us examine this language word by word, so that there 
may be no question as to its meaning: 

“before transactions otherwise legal can be outlawed 
or denied their usual business consequences” 

Clearly that means that before the purchases of stock by, 
these petitioners, which the Court ultimately found were 
“otherwise legal”, could be outlawed (as had been done by 
Commission’s decision) or denied their usual business con¬ 
sequences (as had been done by the Commission) 

“they must fall under the ban of some standards of 
conduct prescribed by an agency of government author¬ 
ized to prescribe such standards—either the courts or 
Congress or an agency to which Congress has delegat¬ 
ed its authority.” 

Note the use of the word “prescribed.” This is a carefully 
chosen word, from “prac” before, and “ scribere” to write, 
that is “written before.” 

“Congress itself did not proscribe* the respondents’ 
purchases of preferred stock in Federal.” 

This means that the statute itself did not forbid the pur¬ 
chases by these petitioners. 

“Established judicial doctrines do not condemn these 
transactions.” 

This is clear enough. 

“Nor has the Commission, acting under the rule-mak¬ 
ing powers delegated to it by Sec. 11 (e), promulgated 
new general standards of conduct.” 


* Note the choice of a different word, meaning ‘ ‘ forbid ’ ’. 



This ieertainly is dear. Section 11(e) of the Public illL,. 
Holding Company Act of 1935 provides: 

“In accordance with such rules and regulations or 
order as the Commission may deem necessary or ap¬ 
propriate in the public interest or for the protection of 
investors or consumers, any registered holding com¬ 
pany or any subsidiary company of a registered holding 
company may, at any time after January 1, 1936, sub¬ 
mit a plan to the Commission * * # ” 

» 

The clear intent of this section is that the “rules and regu¬ 
lations or order” would be in effect when the plan was sub¬ 
mitted. 

Obviously it was too late on February 7, 1945, for the 
Commission to “prescribe” standards applicable to the 
case. As the Supreme Court pointed out: 

•‘the respondents were charged with violation of a posi¬ 
tive command of law rather than with any moral 
wrong.” (p. 93). 

and no such positive command of law existed. Certainly 
the Court's opinion did not mean that the Commission could 
thereafter create a “positive command of law” and apply 
it to transactions which had taken place long before and 
which were not illegal or morally wrong. 

That the Commission has completely misunderstood the 
decision of the Supreme Court is shown by the statement 
of the Commission at the opening of its present decision: 

“The question that we have to consider is whether 
the plan before us, as it would be amended in accord¬ 
ance with the present application, in the particular cir¬ 
cumstances of the case, meets the standards prescribed 
by the Holding Company Act.” (131). 

But the Supreme Court has held that the plan as so amended 
docs meet the standards prescribed by the Holding Com¬ 
pany Act, for the Supreme Court stated categorically: 



“Congress itself did not proscribe the respondents' 
purchases of preferred stock in Federal.” (109). 

As the only statute under consideration was the Holding 
Company Act, the Supreme Court certainly meant that the 
Holding Company Act did not proscribe the petitioners” 
purchases. The Supreme Court could have meant nothing 
else. 


3. 

The Commission’s Order is Not Supported by the Findings 
of Fact or by the Evidence. It is Wholly Arbitrary, 
Particularly in Its Retroactive Features. 

The application and declaration of Federal Water and 
Gas Corporation were tiled under Section 7 (a) of the Act, 
and under Section 7 (d) (6) and 7 (e) thereof the Commis¬ 
sion “shall permit” such a declaration to become effective 
unless the Commission finds that it “will result in an un¬ 
fair or inequitable distribution of voting power among hold¬ 
ers of the securities of the declarant, or is otherwise detri¬ 
mental to the public interest or the interest of investors or 
consumers.” In making its decision the Commission is also 
permitted to apply the standards of Section 11 (e) of the 
Act and to determine whether the plan is “fair and equita¬ 
ble.” Securities and Exchange Commission v. Chenery Cor¬ 
poration , supra. These w^ere the “statutory questions” 
which the Commission purported to resolve. (147). 

The Commission, however, cannot be arbitrary in making 
its decision. Its determination must be a reasonable one, 
based on findings of fact, and these findings of fact must be 
supported by evidence. As the Commission admitted in this 
case, the statutory questions must be considered “in the 
light of the record before us.” (147). 











Section 24(a) of the Public Utility Holding Company 
Act of 1935 provides: 

“• * # The findings of the Commission as to the 
facts, if supported by substantial evidence, shall be 
conclusive.” 

In construing similar language the Supreme Court said in 
Consolidated Edison ('o. v. National Labor Relations Board 
305 r. S. 197, 229: 

“We agree that the statute, in providing that ; the find¬ 
ings of the Board as to the facts, if supported by evi¬ 
dence, shall be conclusive,’ means supported by sub¬ 
stantial evidence. Washington, V. <& M. Coach Co. v. 
National Labor Relations Board, 301 U. S. 142, 147. 
Substantial evidence is more than a mere scintilla. It 
means such relevant evidence as a reasonable mind 
might accept as adequate to support a conclusion. 
Appalachian Electric Poirer Co. v. National Labor Re¬ 
lations Board, 93 F. 2d 985, 989: National Labor Rela¬ 
tions Board v. Thompson Products, 97 F. 2d 13, 15; 
B all st on-Still water Co. v. National Labor Relations 
Board, 98 F. 2d 758, 760. * 

In the present case the error lies in the complete absence 
of any findings on which the Commission’s order can rea¬ 
sonably be based. 

The decision of the Commission reduced to its simplest 
terms is this: 

Finding: The petitioners were officers and directors of 
Federal and of Utility Operators. During the period when 
successive plans were under consideration by the Commis¬ 
sion, the petitioners purchased preferred stock of Federal. 

Conclusion: Because conflicting interests subjected the 
petitioners to temptation, the preferred stock so purchased 
by them should not be allowed to participate in the reor¬ 
ganization on an equal basis with other stock of the same 
class, but should be surrendered to the corporation at cost 
plus four per cent. 

The Commission has made no finding that the petitioners 
committed any act of wrong doing. 
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The Commission has suggested that while a reorgani¬ 
zation is under consideration the management has an op¬ 
portunity to manipulate the reorganization and to influence 
the market for its own gain, hut the Commission has made 
no finding that anything of the sort was done in this case. 

The Commission has suggested that ‘‘doubts * * * re¬ 
main unresolved’’. But there is no doubt what the evidence 
is, and there is no conflict in the evidence. The reasons 
which prompted the petitioners to purchase the stock are 
set forth in the Commission’s findings, and have been 
quoted in this brief (pp. 7-10). They were fair and honest 
reasons. 

The record is exactly the same as when it was examined 
by the Supreme Court. Then the Supreme Court said: 

“The Commission’s determination can stand, there¬ 
fore, only if it found that the specific transactions 
under scrutiny showed misuse by the respondents of 
their position as reorganization managers, in that as 
such managers they took advantage of the corporation 
or the other stockholders or the investing public. The 
record is utterly barren of any such showing.’’ (109). 

And the record is still utterly barren of any such showing. 
No additional evidence has been introduced. The Com¬ 
mission has not found, and there is no evidence to warrant 
a finding, that the petitioners took advantage of the cor¬ 
poration, the other stockholders, or the investing public. 
On the contrary, all of the evidence is to the effect that their 
reasons for purchasing the stock were legitimate,* and that 
the petitioners were fair and open in all their dealings. 

The Commission states the following as the basis for its 
present decision: 

“We are led to this result not by proof that the 
interveners committed acts of conscious wrongdoing, 
but by the character of the conflicting interests cre¬ 
ated by the interveners’ program of stock purchases 

*Tbc Supremo Court observed tJ.ar *‘ The respondents frankly admitted that 
their purpose in buying the preferred stock was to preserve their interests in 
the company.” (101). 



carried out while plans for reorganization were under 
consideration.” (149). 

3 

Thus the Commission’s decision does not even purport to 
be based on the facts of this case, but constitutes rather the 
establishment of a new legal standard of conduct and its 
application to transactions completed some years ago. In 
spite of a decision of the Supreme Court, the Commission 
still contends that equitable principles relating to trustees 
of express trusts require the promulgation of such a stand¬ 
ard." 

The retroactive features of the Commission’s present de¬ 
cision are particularly arbitrary. It is contrary to the 
fundamental tenets of American jurisprudence, and does 
violence to our sense of justice, that a person who acted in 
conformity with the law as it appeared at the time of his 
act. should later be penalized. 

Retroactive action has always been in disfavor in the 
western world. Free men insist on knowing the rules which 
govern their actions. The laws of the Medes and the Per¬ 
sians were not altered. The Plebeians of Rome agitated 
for written laws. The story that a ruler once wrote his 
statutes in small characters and hung them high on a wall 
where none could see was regarded as a flagrant example 
of tyranny. Bills of attainder, ex post facto laws, and 
state laws which impair the obligation of a contract, were 
forbidden by the Constitution of the United States, and all 
retroactive laws have been viewed with suspicion. Mr. 
Cooley stated that retroactive laws were “exceedingly lia- 
able to abuse,” Constitutional Limitations (1868) 370. Mr. 
Justice Story said that they were “generally unjust.” 
Story on the Constitution (5th Ed.) Sec. 1398. Chancellor 
Kent stated that “a retroactive statute would partake in 
its character of the mischiefs of an ex post facto law, as to 


* See footnote to Commission’s present decision in which the Commission, 
likening itself to a court of equity, quotes at length from Lord Eldon’s deci¬ 
sion as to trustees in Ex parte Lacey, 0 Vesey, 62e, 626a, 628 (1802). 



all cases of crimes and penalties, and in every other case 
relating to contract or property it would be against every 
sound principle.” I Commentaries (12th Ed. 1873) 515* 

The Commission seeks to avoid criticism of the retroactive 
feature of its order by stating that: 

“* * * the decision of any case of first impression may 
have an effect not foreseen or foreseeable.” (1(56). 

Of course, a court can always apply principles of common 
law and equity, and the Commission can always interpret 
the statute in the light of such principles. Such results are 
in fact reasonably foreseeable. But that is not the situa¬ 
tion here, for the Supreme Court has expressly held in this 
case that no principle of common law or equity has been 
violated by the petitioners. The Commission, as the body 
created by Congress to administer the Act, has a further 
power not granted to courts, the power to promulgate regu¬ 
lations of general application. In the words of the Supreme 
Court the Commission may resolve “problems of policy” 
by “prohibitions unconcerned with the fairness of a partic¬ 
ular transaction”. The nature of such a regulation might 
not be foreseeable. 

But such delegated power to resolve problems of policy 
is legislative. Where a new standard is to be created bv 
the Commission, ordinary justice as well as a reasonable 
interpretation of the statute requires that such a standard 
be put into effect by a regulation prospective in its opera¬ 
tion. Care should be taken that such a regulation be gen¬ 
eral in its application and specific in its terms, so that it 

* The intent of Congress to avoid retroactivity is indicated in Section 20(d) 
of the Act, which says: 

“* * * No provision of this title imposing any liability shall apply 

to any act done or omitted in good faith in conformity with any rule, 
regulation, or order of the Commission, notwithstanding that such rule, 
regulation, or order may, after such act or omission, be amended or re¬ 
scinded or be determined by judicial or other authority to be invalid for 
any reason .’* 




32 


will serve as a fair warning to such persons as may come 
within its provisions. 

That the Commission now is well aware that prohibitions 
involving the promulgation of new policies should he pros¬ 
pective in their operation is shown by its recent handling 
of a similar problem in Western Light and Telephone Com¬ 
pany (Holding Company Act of 1935, Release Xo. 5902), 
decided by the Commission on July 2, 1945. That case, like 
this, involved the filing of declarations and amendments un¬ 
der Section. G and 7 of the Public Utility Holding Company 
Act for approval of a proposed merger of a registered 
holding company and its subidiary and the issuance of new 
securities by the surviving company to the bondholders and 
stockholders of the constituent companies. The proposed 
merger agreement was to be submitted to the stockholders 
of the constituent companies, and proxies were to be so¬ 
licited in favor of the merger. The Commission found that 
Harris, Hall and Company, which had been retained as 
financial agent and as the manager of the solicitation of 
proxies and exchanges of preferred stocks, also proposed 
to enter the competitive bidding for the bonds. In granting 
the applications and. permitting the declarations to become 
effective, the Commission said: 

“This combination of functions creates a problem 
which has given us considerable concern. We believe 
that any financial advisory services warranting the 
i payment of a fee in connection with the issuance of se¬ 
curities necessarily entail continuing obligations to the 
issuer which are inconsistent with the role of bidder for 
i the same securities. Moreover, our experience indi¬ 
cates that an investment banking house which is re¬ 
tained to give financial advice to a company regarding 
a sale of securities and then enters into the bidding for 
such securities in competition with others may have 
an unfair advantage over the other bidders because of 
its early and close association with the transaction. 

“We feel it is appropriate at this time to announce 
that we cannot in the future permit a banking firm to 
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be retained to render financial advice or assistance for 
a fee in connection with a sale of securities and also to 
participate in the bidding for the same securities. How¬ 
ever, since Harris, Hall & Company has substantially 
performed the services for which it was engaged and 
since our present announcement of policy comes so late 
in the proceedings, we do not consider it appropriate 
to insist upon its application here.’* 

If the Commission had acted in the present case as it 
did in the Western Light and Telephone case it would have 
permitted the stock of the petitioners to participate equally 
with other stock but would have announced a different poli¬ 
cy for future cases. Since, however, the problem of policy 
in the present case is much more complicated, it would have 
been more appropriate for the Commission to have issued 
a regulation prospective in its operation stating definitely 
what classes of persons were to be prohibited from pur¬ 
chasing corporate stock and in what circumstances. But 
to create such a prohibition, not heretofore known to com¬ 
mon law, equity, or statute, and to apply such a prohibition 
retroactively, as the Commission did in this case, was arbi¬ 
trary in the extreme. 


4 . 

The Order of the Commission Deprives These Petitioners 
of Property Without Due Process of Law in Violation 
of the Fifth Amendment 

The Fifth Amendment of the Constitution of the United 
States provides: 

“No person shall * * * be deprived of life, liberty, or 
property, without due process of law * * * ” 

The preferred stock of these petitioners was property pro¬ 
tected by this Amendment, and an important attribute of 
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that property was the contractual right held by the petition¬ 
ers, as against the corporation and the other stockholders, 
to be treated always on a parity with such other stockhold¬ 
ers. This is the common law in Delaware, where the cor¬ 
poration was organized, Eagleson v. Pacific Timber Com¬ 
pany,, 270 Fed. 1008, as in other states, and is recognized 
by the federal courts. Fletcher, Cyc. Corp. Sec. 7296. 

“Due process of law" is violated by arbitrary depriva¬ 
tion of property, or by arbitrary “taking of one man’s 
property and giving it to another.” Ochoa v. Hernandez, 
230 U. S. 139,161. 

Here the order of the Commission arbitrarily takes the 
property of the petitioners and gives it to the surviving 
corporation. The Commission purports to act in this man¬ 
ner by reason of its power to determine whether the plan 
submitted met the tests imposed by Sections 7 and 11 of 
the Act, but in reality the Commission has exercised an 
assumed power to punish these petitioners for acts which 
the Commission contends have violated a standard never 
before promulgated by the Commission or by any body, 
legislative or judicial. 

The Commission’s decision also violates the Fifth Amend¬ 
ment by reason of its retroactive effect, for it has repeatedly 
been held that neither the legislature nor the courts can 
change the law retroactively to the detriment of contractual 
rights. 

Since the Commission purports now to be acting in its 
administrative capacity and as an arm of Congress, it is 
appropriate first to consider decisions relating to legisla¬ 
tion. In many such cases statutes have been declared un¬ 
constitutional because they have retroactively affected 
property rights. Ettor v. Ta-coma, 228 U. S. 148; Ochoa v. 
Hernandez y Morales, 230 IT. S. 139; Nichols v. Coolidge, 
274 U. S. 531; Blodgett v. Holden, 275 U. S. 142, mod. 276 
U. S. 594; Untermyer v. Anderson, 276 U. S. 440; Coolidge 
v. Long, 282 U. S. 582; Treigle v. Acme Homestead Assn., 
297 U. S. 189; Wood v. Lovett, 313 U. S. 362. Some of these 



decisions involved state legislation in violation of the Four¬ 
teenth Amendment, but the principle of violation of “due 
process” is the same. 

A good example is Treigle v. Acme Homestead Associa¬ 
tion, supra. There a statute was held unconstitutional 
which abrogated the right of stockholders of a building as¬ 
sociation to have fifty per cent of the receipts of the Asso¬ 
ciation set apart to pay withdrawing members. The new 
statute left the amount to the discretion of the directors. 
The Court said: 

“Such an interference with the right of contract can¬ 
not be justified by saying that in the public interest the 
operations of building associations may be controlled 
and regulated, or that in the same interest their char¬ 
ters may be amended. The statute merely attempts, 
for no discernible public purpose, the abrogation of 
contracts between members and the association lawful 
when made. This cannot he done under the guise of 
amending the charter powers of the corporation. 

• * • 

“As we have pointed out, the questioned sections 
deal only with private rights, and are not adapted to 
the legitimate end of conserving or equitably admin¬ 
istering the assets in the interest of all members. They 
deprive withdrawing members of a solvent association 
of existing contract rights, for the benefit of those who 
remain. We hold the challenged provisions impair the 
obligation of the appellant’s contract and arbitrarily 
deprive him of vested property rights without due 
process of law.” 

This language can well be applied to the present case, 
where the Commission has attempted to abrogate contract 
rights, lawful when acquired, under the guise of acting on 
a declaration filed pursuant to Section 7 of the Act. 

Judicial decision also may be violative of the due process 
clause, if it overturns existing law which was relied upon 
in the acquisition of property. Thus in Gelpcke v. Dubuque , 
1 Wall. (68 U. S.) 175, it was contended that decisions of 
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the State of Iowa which supported the validity of a bond 
issue, had been overruled by a later decision of that state. 
The Supreme Court held that rights acquired upon the 
strength of established judicial construction of a statute 
could not be lost by a new construction. The Court said: 

'‘However we may regard the late case in Iowa as af¬ 
fecting the future, it can have no effect upon the past. 
‘The sound and true rule is, that if the contract, when 
made, was valid by the laws of the State as then ex¬ 
pounded by all departments of government, and admin¬ 
istered in its courts of justice, its validity and obliga¬ 
tion cannot be impaired by any subsequent action of 
legislation, or decision of its courts altering the con¬ 
struction of the law.’ 

“The same principle applies where there is a change 
of judicial decision as to the constitutional power of the 
legislature to enact the law. To this rule, thus en¬ 
larged, we adhere. It is the law of this court. It rests 
upon the plainest principles of justice. To hold other¬ 
wise would be as unjust as to hold that rights acquired 
under a statute may be lost by its repeal. The rule 
embraces this case.” (Italics ours.) 

To the same effect are Havemeyer v. Iowa Co., 3 Wall. (70 
U. S.) 294; Olcott v. Supervisors, 16 Wall. (S3 U. S.) 67S; 
Douglass v. County of Pike, 101 U. S. 677; County of Ralls 
v. Douglass, 105 U. S. 728; Green Co. v. Conness, 109 U. S. 
104; Muhlker v. N. Y. <£ Harlem Railroad Company, 197 
U. S. 544. See also Stimson Retroactive Application of 
Law—A Problem in Constitutional Law, 38 Mich. L. 
Rev. 30. 

From these decisions it is clear that Congress has given 
the Commission no authority to make any order that has 
the effect of depriving these petitioners of property without 
due process of law, and it is equally clear that the Commis¬ 
sion’s order does have that effect. Whether the Commis¬ 
sion purports to act in an administrative, legislative, or 
judicial capacity it has no power to enter such an order. 



CONCLUSION. 


The petitioners therefore pray that this Court modify or 
set aside the order of the Commission of February 7, 1945, 
to the extent necessary to treat these petitioners on the 
same basis as other holders of preferred stock of Federal 
of the same class. 

Respectfully submitted, 

Spencer Gordon, 

Virginia C. Duncombe, 
Attorneys for Petitioners. 

Covington, Burling, Rublee, 

Acheson & Shorb, 

Union Trust Building, 

Washington 5, D. C. 




APPENDIX OF STATUTES. 

Public Utility Holding Company Act of 1935.* 

See. 6. (a) Except in accordance ■with a declaration effec¬ 
tive under section 7 and with the order under such section 
permitting such declaration to become effective, it shall he 
unlawful for any registered holding company or subsidiary 
company thereof, by use of the mails or any means or in- 
strumentalitv of interstate commerce, or otherwise, direetlv 
or indirectly (1) to issue or sell any security of such com¬ 
pany; or (2) to exercise any privilege or right to alter the 
priorities, preferences, voting power, or other rights of the 
holders of an outstanding security of such company. 

• • • 

Sec. 7. (a) A registered holding company or subsidiary 

companv thereof mav file a declaration with the Commis- 
* * * 

sion, regarding any of the acts enumerated in subsection 
(a) of section fi, 4 * *. 

* # • 

(d) li' the requirements of subsections (c) and (g) are 
satisfied.*” the Commission shall permit a declaration re¬ 
garding the issue or sale of a securitv to become effective 
unless the Commission finds that— 

# # * 

(fi) the terms and conditions of the issue or sale of 
the security are detrimental to the public interest or 
the interest of investors or consumers. 

(e) If the requirements of subsection (g) are satisfied,** 
the Commission shall permit a declaration to become effec¬ 
tive regarding the exercise of a privilege or right to alter 
the priorities, preferences, voting power, or other rights 
of the holders of an outstanding securitv unless the Com- 
mission finds that such exercise of such privilege or right 
will result in an unfair or inequitable distribution of voting 
power among holders of the securities of the declarant or 
is otherwise detrimental to the public interest or the inter¬ 
est of investors or consumers. 

• • • 


* 49 Stat. 803, lo U. S. C. .See. 79. 

** Subsection (c) and (g) are not material. 
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See. 11(b) It shall be the duty of the Commission, as 
soon as practicable after January 1, 1938: 

* * # 

(2) To require by order, after notice and opportunity for 
hearing, that each registered holding company, and each 
subsidiary company thereof, shall take such steps as the 
Commission shall find necessary to ensure that the corpor¬ 
ate structure or continued existence of any company in the 
holding-company system does not unduly or unnecessarily 
complicate the structure, or unfairly or inequitably dis¬ 
tribute voting power among security holders, of such hold¬ 
ing-company system. In carrying out the provisions of 
this paragraph the Commission shall require each regis¬ 
tered holding company (and any company in the same hold¬ 
ing-company system with such holding company) to take 
such action as the Commission shall find necessary in order 
that such holding company shall cease to be a holding com¬ 
pany with respect to each of its subsidiary companies which 
itself has a subsidiary company which is a holding com¬ 
pany. Except for the purpose of fairly and equitably dis¬ 
tributing voting power among the security holders of such 
company, nothing in this paragraph shall authorize the 
Commission to require any change in the corporate struc¬ 
ture or existence of any company which is not a holding 
company, or of any company whose principal business is 
that of a public-utility company. 

• • • 

(e) In accordance with such rules and regulations or or¬ 
der as the Commission may deem necessary or appropriate 
in the public interest or for the protection of investors or 
consumers, any registered holding company or any sub¬ 
sidiary company of a registered holding company may, at 
any time after January 1, 1936, submit a plan to the Com¬ 
mission for the divestment of control, securities, or other 
assets, or for other action by such company or any subsid¬ 
iary company thereof for the purpose of enabling such 
company or any subsidiary company thereof to comply 
with the provisions of subsection (b). If, after notice and 
opportunity for hearing, the Commission shall find such 
plan, as submitted or as modified, necessary to effectuate 
the provisions of subsection (b) and fair and equitable to 
the persons affected by such plan, the Commission shall 
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make an order approving such plan; and the Commission, 
at the request of the company, may apply to a court, in 
accordance with the provisions of subsection (f) of section 
18, to enforce and carry out the terms and provisions of 
such plan. If, upon any such application, the court, after 
notice and opportunity for hearing, shall approve such plan 
as fair and equitable and as appropriate to effectuate the 
provisions of section 11, the court as a court of equity may, 
to such extent as it deems necessary for the purpose of 
carrying out the terms and provisions of such plan, take 
exclusive jurisdiction and possession of the company or 
companies an.d the assets thereof, wherever located; and 
the court* <%all have?.jurisdiction to appoint a trustee, and 
the court >tia\\ constitute and appoint the Commission as 
sole trusted to hold or administer, under the direction of 
the court and in accordance with the plan theretofore ap¬ 
proved by the court and the Commission, the assets so 
possessed. 

• # # 

Sec. 20(d) • * • No provision of this title imposing any 
liability shall apply to any act done or omitted in good 
faith in conformity with any rule, regulation, or order of 
the Commission, notwithstanding that such rule, regulation, 
or order may, after such act or omission, be amended or 
rescinded or be determined by judicial or other authority 
to be invalid for any reason. 
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■United States (Court of Appeals j 

District of Columbia 


No. 8978 


Federal Water and Gas Corporation, 

Petitioner, 

v. 

Securities and Exchange Commission, 

Respondent. 


BRIEF FOR PETITIONER FEDERAL WATER AND 

GAS CORPORATION 

Jurisdictional Statement 

This is a petition unde r Section 24(a) of th e Public 
Utility Holding Company Act of 1935 (Act of Cong. 
August 26, 1935, 49 Stat. 803, 15 U. S. C. Sec. 79, et seq.) 
to review fln order of Jdi e Securities and Exchange Commis¬ 
sion entered on February 7, 1945 denying an application 
and declaration filed by petitioner in proceedings before the 
Commission entitled “In the Matter of Federal Water 
Service Corporation, Utility Operators Company, Federal 
Water and Gas Corporation, File Nos. 34-9, 34-41, 79-80, 
Public Utility Holding Company Act of 1935” (Joint 
Appendix, pp. 14-31). 

These proceedings resulted in an order of the Commis¬ 
sion entered on September 24, 1941, approving under Sec- 
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tion 7 of the Public Utility Holding Company Act of 1935 
a proposed merger agreement which, at the direction of the 
Commission, discriminated against certain preferred stock 
purchased by Chenery Corporation and individuals who 
were officers and directors of Federal Water Service Cor¬ 
poration and Utility Operators Company during a period 
when a reorganization plan for Federal Water Service 
Corporation was on file with the Commission. Chenery 
Corporation et al. intervened in the proceedings before the 
Commission, opposed the plan in so far as it involved the 
discriminatory paragraph of the merger agreement and 
reviewed the order of the Commission in so far as it in¬ 
volved this paragraph, pursuant to Section 24(a) of the 
Act. 
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The order of the Commission, in so far as involved in 
that cause, was set aside ( Chenery Corporation et al. v. 
\ Securities and Exchange Commission, 75 U. S. App. D. C., 
^ 374, 128 F. (2d) 303; Securities and Exchange Commis¬ 
sion v. Chenery Corporation, 318 U. S. 80, 87 L. Ed. 626. 
Upon the coming down of the mandate of this court pur¬ 
suant to the mandate of the Supreme Court, petitioner filed 
its application and declaration submitting to the Commis¬ 
sion proposed resolutions of the board of directors of peti¬ 
tioner for the calling of a special stockholders meeting to 


c onsider and a ct upon a proposed amendment to the merger 
agreement authorizing the issuance of stock of petitioner 


to the interveners so that they might be treated in the same 


way as other stockholders had been treated by the merger 


agreement. 

On February 7, 1945. the Commission entered its order, 
review of which is sought in this proceeding, denying peti¬ 
tioner’s application and declaration and reaffirming the 
order of September 24, 1941. 
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This court has jurisdiction to review the order and pass 
upon the questions of law' involved (Federal Power Com¬ 
mission v. Pacific Power & Light Co., 307 U. S. 156). 


Statement of the Case 


Petitioner’s application and declaration set forth the fol¬ 
lowing facts (Joint App., p. 118 et seq .) : 

On March 30, 1940, Federal Water Service Corpora¬ 
tion, a registered holding company, amended pending ap¬ 
plications and declarations filed with the Securities and 
Exchange Commission pursuant to the Public Utility Hold¬ 
ing Company Act of 1935 so as to submit to the Commis¬ 
sion an application for the readjustment and simplification 
of the capital structure of Federal Water Service Corpo¬ 
ration by means of a merger between Federal Water Serv¬ 
ice Corporation, Utility Operators Company and Federal 
Water and Gas Corporation in accordance with Section 59 ^ 
of the General Corporation Law of the State of Delaware. 



The plan and agreement of m erger provide d, ior.jequality 
of treatment of all preferred stock of Federal Water Serv- 
ice Corporation. Hearings w r ere held on the plan and on Y 

June 29, 1940, the Commission issued tentative findings in , 
w : hich the question w r as raised for the first time whether *\> A i 
prefer red stock which had been pu rchased by officers and^ - j, Ntl 
"directors of Federal Water Service Cormratio^anTTjtil- tv';" 

ity Operators Company and by Chenery Corporation while 
plans of reorganization were pending before the Commis- \ 


sion should be treated on any different basis from other ^ 
preferred stock. - V- 

Following hearings on this question, on March 24, 1941 
the Commission filed formal findings and an opinion in 
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which it was stated, among other things, that the plan 
could not be approved in so far as it provided for participa¬ 
tion of preferred shares purchased by officers or directors 
of Federal Water Service Corporation or Utility Operators 
Company or by Chenery Corporation after November 8, 
1937 on a parity with other shares of preferred stock of 
the same class. It was stated that further consideration 
would be given to the matter if amendments to the proposed 
plan were filed designed to cure this and other defects there¬ 
in. On July 31, 1941 in order to meet the views of the 
Commission and obtain its approval to submission of a 
plan to stockholders, there was included in the proposed 
merger agreement a paragraph Fourth(d) prohibiting the 
issuance of common stock by petitioner as the corporation 
surviving the merger in exchange for the shares of pre¬ 
ferred stock of Federal Water Service Corporation pur¬ 
chased since November 8, 1937 by Chenery Corporation or 
by named persons when they were officers or directors of 
Federal Water Service Corporation or Utility Operators 
Company and which were owned by them on the effective 
date of the merger agreement. The discriminatory para¬ 
graph provided that such shares should be surrendered to 
the surviving corporation for cost plus four per cent, inter¬ 
est to the date of the merger agreement. It also provided 
that in the event that any shares of preferred stock of Fed¬ 
eral purchased by Chenery Corporation or the named of¬ 
ficers or directors of Federal or Utility Operators Company 
since November 8, 1937 should have been sold prior to the 
effective date of the merger agreement, the surviving cor¬ 
poration should, upon the surrender of the remaining such 
shares, pay therefor a sum equal only to the actual cost of 
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all preferred stock of Federal purchased since November 8, 
1937 with interest thereon at four per cent, per annum 
minus the proceeds of the sale of any such shares, together 
with interest at four per cent, from the dates of the sales 
to the effective date of the merger agreement. As assurance 
to the Securities and Exchange Commission that the persons 
and corporation referred to in paragraph Fourth(d) of the 
merger agreement would not sell or otherwise dispose of 
their shares of preferred stock before the merger agree¬ 
ment became effective, each of the persons and corporation 
referred to executed an agreement to that effect, copy of 
which was filed with the Commission on July 1, 1941, and 
which provided, in part, as follows {id., p. 25): 

“3. That this instrument shall not be construed 
as a waiver of any right I may have to review in 
the manner provided by law any decision of the Se¬ 
curities and Exchange Commission or to take such 
action as I may be advised to protect my rights as 
they may be established on such review.” 

On August 15, 1941 the persons and corporation re¬ 
ferred to in paragraph Fourth (d) of the merger agree¬ 
ment applied to the Securities and Exchange Commission 
for leave to intervene and objected to the approval of any 
plan of reorganization containing a provision by which the 
preferred stock purchased by them should be treated on a 
less favorable basis than other preferred stock of the same 
class. The Commission granted the application for leave 
to intervene (such persons and corporation are herein¬ 
after referred to as the interveners) and permitted the filing 
of briefs. On September 24, 1941, over the objections of 
the interveners, the Commission issued its supplemental 
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findings, opinion and order approving the plan as filed and 
permitting the declarations as amended to become effective 
forthwith. 

On September 24, 1941, the Commission issued its re¬ 
port with respect to the plan to accompany the notices of 
meetings of the stockholders to consider and act upon the 
plan. This report stated, in part, as follows {id., p. 122) : 

“Under the plan about 11,600 shares of pre¬ 
ferred stock purchased by officers and directors of 
Federal and Utility Operators Company during the 
pendency of reorganization are treated differently 
from the other shares of preferred stock. The Com¬ 
mission felt that because of the circumstances under 
which the shares were purchased, these holders could 
not equitably be permitted to realize any benefit by 
their acquisition. The plan accordingly provides 
that these shares will be purchased for cancellation 
by the reorganized corporation at cost, which 
amounts to about $285,000, plus 4% interest from 
the dates of acquisition by the present holders to the 
date of the merger. The company's letter states 
that an appeal is anticipated as to this feature of 
the plan and that it is believed that if the Commis¬ 
sion’s decision is reversed, the preferred stock held 
by the management should be permitted to partici¬ 
pate in the reorganization on the same basis as the 
other preferred stock.” 

Reference was made to the proceedings taken in this 
court and in the Supreme Court by the interveners in re¬ 
view of the Commission’s order of September 24, 1941; 
the consummation of the merger plan by vote of stockhold¬ 
ers and the filing of appropriate certificates in accordance 
with the law of Delaware. After quoting from the opin- 
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ion of the Supreme Court, petitioner's application and 
declaration stated (id., p. 125): 

“16. Paragraph Fourth(d) of the merger 
agreement was inserted therein upon the assump¬ 
tion that it was in accordance with the rights of the 
persons and corporation referred to in said para¬ 
graph. It has now been finally determined by the 
Supreme Court of the United States that paragraph 
Fourth(d) was not in accordance with the rights 
of such persons and corporation. 

17. Upon information and belief, there is no 
ground upon which Federal Water and Gas Cor¬ 
poration can require said persons and corporation 
referred to in said paragraph Fourth(d) of the 
merger agreement to surrender their stock in Fed¬ 
eral Water Service Corporation and receive the con¬ 
sideration therefor specified in paragraph Fourth(d) 
and said paragraph is illegal and in violation of the 
rights of the stockholders referred to therein and 
the error due to the inclusion in the said merger 
agreement of paragraph Fourth(d) should be cor¬ 
rected.” 

Attention was called to the fact that the annual meet¬ 
ing of stockholders of petitioner would be held in accord¬ 
ance with the by-laws on May 26, 1943 and as an appropri¬ 
ate method of correcting the error caused by the inclusion 
of paragraph Fourth (d) in the merger agreement, it was 
stated that petitioner desired to submit to its stockholders 
at a special meeting to be called at the conclusion of the 
annual meeting resolutions providing for an amendment 
and correction of the merger agreement so as to conform 
the merger agreement to the rights of the holders of pre¬ 
ferred stock of Federal Water Service Corporation as deter- 
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mined by the Supreme Court of the United States and for 
an amendment and correction of the certificate of reduc¬ 
tion of capital so as to conform the certificate of reduction 
of capital to the merger agreement as so amended. Pro¬ 
posed resolutions carrying out the proposed amendments 
were set forth, together with a balance sheet of Federal 
Water and Gas Corporation as of December 1, 1942 and 
pro forma balance sheet as of the same date giving effect to 
the proposed amendments or corrections. 

Petitioner asked that an appropriate order be entered 
permitting the application and declaration to become effec¬ 
tive and that the Commission take such other action with 
respect thereto as might be required by the Public Utility 
Holding Company Act of 1935 and the rules of the Com¬ 
mission. 

A hearing was had before the Commission upon this 
application and declaration and upon motion by the inter¬ 
veners that such further proceedings be had as might 
be necessary to treat them on the same basis as other 
holders of preferred stock of Federal Water Service 
Corporation of the same class. No additional testimony 
was taken. The hearing was upon the same record which 
was before the courts in the cause brought by the inter¬ 
veners supplemented by the record of the court proceed¬ 
ings. 

On April 17, 1944, the Commission issued an order and 
opinion denying petitioner’s application and declaration 
(Holding Company Act Release No. 4957) (id., p. 130). 
Upon objections thereto, the Commission of its own motion 
reopened the proceedings for further argument and sus¬ 
pended the effectiveness of its order (Holding Company 
Act Release No. 5090, June 7, 1944) (id., p. 130). 
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On February 8, 1945 the Commission issued its present 
order and opinion, review of which is sought in this pro¬ 
ceeding, by which its opinion and order of April 17, 1944 
was withdrawn and the present opinion and order substi¬ 
tuted therefor. 

The Commission construed the opinion of the Supreme 
Court in the cause brought by the interveners as follows 
(id., p. 130). 

“As we understand the opinion of the Supreme 
Court, our determination of 1941 in this case was 
held to be unsupported by certain equity precedents 
on which we relied. And as we construe the Su¬ 
preme Court’s mandate we are directed to reex¬ 
amine the case to decide on the facts, viewed in the 
light of that conclusion of the Court, whether our 
special experience in administering the legislative 
policy of the Act indicates a necessity for reaffirm¬ 
ing our previous determination or whether, instead, 
our earlier ruling should be modified.” 

Acting upon this construction of the Supreme Court’s 
opinion and mandate, the Commission reexamined the rec¬ 
ord of the case. It stated the basic facts showing that 
Federal Water Service Corporation had a complicated cap¬ 
ital structure; that the voting power was divided 42.73% 
in the Class B stock, 44.80% in the Class A and 12.47% 
in the preferred stock (id., p. 134) ; that the Class B stock 
had no equity in earnings or assets but only a possibility of 
value from this standpoint in the event of inflation; that 
Utility Operators Company owned all the Class B stock 
and 6500 shares of preferred stock of Federal Water Serv¬ 
ice Corporation (id., p. 132); that Utility Operators Com¬ 
pany had acquired the Class B stock between 1932 and 1934 
for $605,249 (id., p. 132) ; that four of the seven directors 
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of Federal Water Service Corporation were not connected 
with Utility Operators Company ( id., 146) and that the 
officers and directors of Utility Operators Company did 
not take action as a Board or formal group. It was found 
by the Commission that the interveners individually occu¬ 
pied dominant positions in Federal’s system directly or 
through Operators and had the requisite power among 
them to control the management and policies of Federal and 
its subsidiaries at all times under consideration. The stock 
cf Utility Operators Company was distributed among ap¬ 
proximately 1700 persons, most of whom were employees 
of Federal and its subsidiaries (id., p. 132). 

The Commission's findings of fact referred to various 
plans of reorganization, both before and after registration, 
and to the fact that while a reorganization plan was on file 
with the Commission, the interveners purchased for them¬ 
selves preferred stock of Federal Water Service Corpora¬ 
tion on the market with the exception of one purchase of a 
block of 2700 shares which was made by Chenery Corpora¬ 
tion from a securities dealer on June 10, 1940 in exchange 
for $100,000 principal amount of Federal's debentures. 

The findings of fact made by the Commission are open 
to objection on the ground that they fail to disclose the fol¬ 
lowing facts which are supported by uncontradicted evi¬ 
dence : 

Before the first plan of reorganization was filed on 
November 8, 1937 counsel for Federal was in doubt as to 
whether the Commission might not construe Section 11 of 
t the Act as forbidding the issuance of special stock to the 
Class B stock allowing it to retain voting power for ten 
years in accordance with the plan, and requested an opin- 
\ ion from counsel for the Commission on this point. A 
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memorandum was prepared at the time by a member of the 
staff of the Commission and this memorandum was read 
into the record. It is as follows (Sten. Min., p. 1345): 

‘‘This is a memorandum I wrote on my position 
and slant on the reorganization of Federal. On 
September 30, 1937, I telephoned Mr. Hubbard and 
stated that the enclosed plan was along the line of 
the discussion with Mr. Gilman and me some weeks 
ago, and that I personally was prepared to recom¬ 
mend the plan for approval, subject to his proving 
the equity of the proposed treatment of the various 
classes of stockholders. Mr. Hubbard raised the 
point as to whether the voting power which they 
proposed to give this special stock was a matter 
which fell within the discretion of the Commission, 
and asked for an opinion of Mr. Guthrie. On the 
morning of October 2 Mr. Guthrie called Mr. Hub¬ 
bard. Mr. Foster and myself also listened in on 
the conversation. Mr. Guthrie told Mr. Hubbard 
he felt the plan as proposed fell within the discre¬ 
tionary limits given the Commission by the Act. 
In this opinion Mr. Foster concurred.” 

The second plan filed on May 19, 1938 was not a sub¬ 
stitute for the first plan but was an alternative plan to be 
acted upon by the Commission in the event that the first 
plan was not approved (Joint App., p. 41). 

The findings of fact stated with respect to the third 
plan that it “had been favorably viewed by the staff” (id., 
p. 136). In addition to this, the plan was submitted to 
the Commission before it was filed and the Corporation was 
given to understand that the Commission had found that 
the plan was sufficiently meritorious to make appropriate the 
filing of a formal application for the approval thereof, the 
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Commission, however, reserving the right to disapprove the 
plan if concrete facts developed on the hearing thereon made 
such disapproval necessary. (Sten. Min., pp. 1351, 1352.) 

Pursuant to Rule U-4 (See Appendix of Statutes and 
Rules, p. xiii) each of the applications and declarations filed 
with the Commission contained a reservation of and re¬ 
fusal to waive constitutional or legal rights. 

With respect to the purchase by the interveners of pre¬ 
ferred stock, the findings of fact are inadequate in that the 
findings made by the Commission fail to refer to the 
fact that the securities dealer who made the transaction 
with Chenery Corporation testified that “Today I am very 
much delighted we made the trade. It was a toss up as 
to which it was going to benefit the most. So far I 
believe—I know as far as we are concerned it has been a 
most satisfactory trade’’ (Joint App., p. 58). There is 
nothing in the findings of fact as made by the Commis¬ 
sion in its present opinion which in any way changes the 
situation commented on by this court and the Supreme 
Court in their respective opinions. 

The Commission’s ultimate conclusion as set forth in 
its opinion was as follows (id., p. 149) : 

“For the reasons stated hereafter, we are unable 
to find that the plan if amended as proposed would 
be ‘fair and equitable to the persons affected thereby’ 
within the meaning of Section 11(e) of the Act. 
It is our view that the plan so amended would in¬ 
volve the issuance of securities on terms ‘detri¬ 
mental to the public interest and the interest of in¬ 
vestors’ forbidden by Sections 7(d)(6) and 7(e) 
of the Act, and would result in an unfair and in¬ 
equitable distribution of voting power within the 
meaning of the latter section. Thus we are unable 
to approve the amended plan. 
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We are led to this result not by proof that the 
interveners committed acts of conscious wrongdo¬ 
ing but by the character of the conflicting interests 
created by the interveners’ program of stock pur¬ 
chases carried out while plans for reorganization 
w’ere under consideration. Doubts, inevitably sug¬ 
gested by the existence of these conflicting interests, 
remain unresolved and prevent an affirmative find¬ 
ing of fairness and equity under Section 11(e). 

The existence of such conflicting interests, and 
the persistence of unanswered questions they gen¬ 
erate, similarly furnish the basis for a finding that 
component elements of the plan, with the proposed 
amendment, would be 'detrimental’ within the mean¬ 
ing of Sections 7(d)(6) and 7(e).” 

The Commission discussed the considerations leading to 
this ultimate conclusion under the following headings: 

“(a) Our Duties and Powers in Reorganiza¬ 
tion; (b) The Powers of a Holding Company Man¬ 
agement under the Act; (c) Conflicting Interests 
Arising from Stock Purchase Program by Man¬ 
agement During Reorganization under the Act; 

(d) The Necessity for Preventive Measures and the 
Reasons for the Measure Applied in this Case; and 

(e) Reasons for Action by Order Rather Than by 
General Rule.” 

Under “(a) Our Duties and Powers in Reorganiza¬ 
tion”, the Commission quoted in italics from Mr. Justice 
Frankfurter’s opinion: 

“ *. . . the Commission could take appropriate ac¬ 
tion for the correction of reorganization abuses 
found to be “detrimental to the public interest or 
the interest of investors or consumers”.’ ” {id., p. 
151) 
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It also quoted from the opinion of the minority without 
differentiating between the opinion of the majority and the 
opinion of the minority with respect to the powers and 
duties of the Commission. 

Under “(b) The Powers of a Holding Company Man¬ 
agement under the Act”, the Commission went outside of 
the record in this case and speculated as to the possibilities 
of abuse of powers of holding company management if so 
inclined. 

Under “(c) Conflicting Interests Arising from Stock 
Purchase Program by Management During Reorganization 
under the Act”, the Commission expressed the view that no 
management of a holding company could engage in a pro¬ 
gram of buying its stock during the course of reorganiza¬ 
tion under the Act without raising the probability that in 
one way or another the personal interests it seeks to fur¬ 
ther through its program will be opposed to its duties to 
exercise disinterested judgment in matters pertaining to 
subsidiaries’ accounting, budgetary and dividend policies, to 
present publicly an unprejudiced financial picture of the 
enterprise, and to effectuate a fair and feasible plan ex¬ 
peditiously (id., p. 158). 

Under subdivision “(d) The Necessity for Preventive 
Measures and the Reasons for the Measure Applied in this 
Case”, the Commission stated that the problem was one 
of temptations combined with powers of accomplishment. 
“Since the achieving of personal gain through the use of 
fiduciary power is unfair, we believe the incentive to mis¬ 
use such power must be removed so that the potentialities 
6f harm to investors and the public will to that extent be 
eliminated.” 
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Under “(e) Reasons for Action by Order Rather Than 
by General Rule”, the Commission stated {id., p. 166) that 
the position of the interveners was that approving - a plan 
limiting them to their cost plus four per cent, interest was 
unfair to them because when they made their purchases 
they expected to protect their control and make a profit 
and that the order operates according to their claim retro¬ 
actively to prevent the realization of their expectations. 
The Commission said (id., p. 166): 

“* * * But this is true only in the sense that the 
decision of any case of first impression may have 
an effect not foreseen or foreseeable. The effects 
of our decision upon the expectations of the inter¬ 
veners must be weighed against the interests of 
others, and we think that a contrary decision would 
be unfair and detrimental to the interests of in¬ 
vestors and to the public interest itself.” 

The Commission stated that while the Supreme Court indi¬ 
cated the advisability of promulgating a general rule, the 
Commission did not understand its opinion to hold that 
the absence of a preexisting rule was fatal to the decision 

, 1^- --I ■ * ' T .J-. -m. j.-uUfTit f .1 

it had reached (id., p. 167). 

In a footnote (id., p. 168), the Commission stated that 
without flexibility a rule might operate unfairly. Limita¬ 
tion to cost was stated to be appropriate here but would be 
inappropriate in a case where the cost of the security pur¬ 
chased was in excess of its reorganization value. 

The Commission directed the entry of an order re¬ 
affirming its order of September 24, 1941 and denying 
petitioner’s application and declaration for leave to amend 
the merger agreement. 
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Statement of Points 

1. The Commission misconstrued the opinion of the 
Supreme Court and failed to give effect to its mandate. 

2. The Commission erred in denying petitioner’s appli¬ 
cation and declaration for amendment of the merger agree¬ 
ment. 

3. The Commission had no power to deny petitioner’s 
application and declaration on the ground set forth in the 
Commission’s findings and opinion. 

4. There were no facts before the Commission to sup¬ 
port its conclusions that petitioner’s plan for amendment 
of the merger agreement was detrimental to the public in¬ 
terest or the interest of investors or consumers, would re¬ 
sult in an unfair and inequitable distribution of voting 
power or was not fair or equitable within the meaning of 
Sections 7(e) or 11(e) of the Public Utility Holding Com¬ 
pany Act of 1935. 

Statute and Rules Involved 

The relevant parts of the Public Utility Holding Com¬ 
pany Act of 1935, 49 Stat. 803, 15 U. S. C., Sec. 79 and 
the rules of the Commission, (Code of Federal Regulations, 
Title 17, Sec. 250, et seq.), are set forth in an appendix 
hereto. 

Summary of Argument 

I The Commission misconstrued the opinion of the Su- 
j preme Court in holding that the Commission was authorized 
I to reaffirm the order that had been set aside by placing its 



17 


'decision on the basis of its administrative experience, in¬ 
stead of upon equity precedents. The Supreme Court held 
th at if the C ommission had exercised its administrative 
competence in the promulgation of a general rule establish¬ 
ing new standards of conduct for officers’ and directors’ 
purchases, of which the order in this case had been a particu¬ 
lar application, the question before the Court would have 
been different. But in the absence of a rule promulgating 
new standards of conduct for officers’ and directors’ pur¬ 
chases, the only standard of conduct applicable was that fur¬ 
nished by the decisions of courts of equity. The inter¬ 
veners’ purchases _of jrtock were not in violation ot any 
fiduciary duty owed by the interveners, and, accordingly, 
did not fall under the ban of any standard of conduct. And 
the Supreme Court held “But before transactions otherwise 
legal can be outlawed or denied their usual business con¬ 
sequences, they must fall under the ban of some standards!' 
of conduct prescribed by an agency of the Government au-J I 
thorized to prescribe such standards—either the courts or 
Congress or an agency to which Congress has delegated its 
authority”. The present opinion of the Commission is in¬ 
consistent with the opinion and mandate of the Supreme 
Court, because it outlaws from the reorganization the stock 
purchased by the interveners although the facts show that 
the purchases of stock .did jiot-fall-.under.-ih&,haq &£ jjny 
standard of conduct . The present opinion of the Commis¬ 
sion also fails to give effect to the opinion of the Supreme 
Court holding that no fiduciary duty was violated by the 
interveners in purchasing stock as throughout the opinion 
of the Commission the attempt is made to suggest possible 
breaches of fiduciary duty in direct conflict with the deci¬ 
sion of the Court on this question of law. 
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The Supreme Court determined every question neces¬ 
sary to entitle the interveners to parity of treatment with 
other stock in the reorganization and after remand there 
was no ground upon which the Commission could deny 
petitioner’s application for leave to submit its proposed 
amendment of the merger agreement to its stockholders. 

The Commission did not adopt the proper statutory cri¬ 
teria for determining whether petitioner’s plan to amend the 
merger agreement met the statutorv standards because the 
Commission deemed itself authorized to disregard the con¬ 
tractual rights of the interveners. The standard ‘‘fair and 
equitable" contemplates a fair and equitable recognition of 
contractual rights. The Commission has no power to dis¬ 
regard these rights in passing upon a “fair and equitable” 
reorganization plan. 

The findings and evidence do not sustain the conclusion 
of the Commission because the Commission adopted errone¬ 
ous criteria in making its decision, and gave retrospective 
effiect to a new policy with respect to officers’ and directors’ 
purchases which, if valid with respect to future transactions, 
cannot be applied retrospectively. 

ARGUMENT 

FIRST 

THE COMMISSION MISCONSTRUED THE OPIN¬ 
ION OF THE SUPREME COURT AND FAILED TO 
GIVE EFFECT TO ITS MANDATE. 

The declarations of Federal Water Service Corpora¬ 
tion, Utility Operators Company and Federal Water and 
Gas Corporation of March 30, 1940 proposing to the Com- 
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mission a merger agreement were filed under Section 7 of 
the Public Utility Holding Company Act. Under this sec¬ 
tion the Commission was authorized to prevent the declara¬ 
tion from becoming effective if the Commission found that 
the terms and conditions of the issuance of securities were 
“detrimental to the public interest or the interest of the in¬ 
vestors or consumers’’ (7(d)(6)), or if the Commission 
found that the exercise of a privilege or right to alter the 
priorities, preferences, voting power or other rights of the 
holders of existing securities would result in an unfair or 
inequitable distribution of voting power or was otherwise 
“detrimental to the public interest or the interest of in¬ 
vestors or consumers” (7(e)). 

In an early case involving the reorganization of hiter- 
national Paper & Pozver Company, decided by the Commis¬ 
sion on July 31, 1937, 2 S. E. C. 580, the Commission inter¬ 
preted its authority under Section 7 of the Act as follows 
(pp. 582-583): 

“Under Section 7 the question of fairness of the 
plan would be before this Commission. That in¬ 
volves the question of the equity of the allocation of 
earnings, assets, and control among the various 
classes of securities as provided by the plan. Bear¬ 
ing on such question is the issue of whether the 
bargain made is, under all the circumstances, within 
the permissible limits indicated by the rights and 
priorities of the various classes. Also bearing on 
that issue is whether or not, assuming such bargain 
is within such permissible limits, the plan has been 
assented to by the requisite number of each class of 
securities in the light of adequate disclosure and in 
the absence of coercive measures. * * *” 

State laws generally give to corporations authority to 
issue securities of numerous types and to directors authority 







20 


to propose to stockholders plans for amendments to corpo¬ 
rate charters or for consolidation or merger or sale of 
assets. Congress found that it was necessary to regulate 
the exercise of these privileges (Section 1) and the purpose 
of Sections 6 and 7 was to prevent registered holding com¬ 
panies and their subsidiaries from issuing securities or 
modifying the rights of the holders of existing securities 
unless the proposed securities or the proposed modification 
met the standards of the Act as set forth in Section 7. 
Section 7(g) expressly contemplates that any plan for the 
issuance of securities or the modification of the rights of 
stockholders should conform to the requirements of state 
law. Under state law a corporation has no power to dis¬ 
criminate between stockholders of the same class in a plan 
of reorganization. 

Section 11(b)(2) gives to the Commission power 
“To require by order, after notice and opportunity for hear¬ 
ing, that each registered holding company, and each sub¬ 
sidiary company thereof, shall take such steps as the Com¬ 
mission shall find necessary to ensure that the corporate 
structure or continued existence of any company in the 
holding-company system does not unduly or unnecessarily 
complicate the structure, or unfairly or inequitably dis¬ 
tribute voting power among security holders, of such hold¬ 
ing-company system.” 

By subsection (c) any order made under subsection 
(b) must be complied with within one year of the date of 
the order, but the Commission is authorized upon a show¬ 
ing that the applicant had been unable in the exercise of due 
diligence to comply with its order within such time to extend 
such time for an additional period not exceeding one year. 

Subsection (d) authorizes the Commission to apply to 
a court of equity for the enforcement of any order made 



21 


under subsection (b) and authorizes the court, subject to 
such terms and conditions as the court might prescribe, to 
dispose of all of the assets of the company in accordance 
with a “fair and equitable reorganization plan” which shall 
have been approved by the Commission after opportunity 
for hearing. The reorganization plan may be proposed in 
the first instance by the Commission, or, subject to such 
rules and regulations as the Commission may deem neces¬ 
sary or appropriate in the public interest or for the protec¬ 
tion of investors, by any person having a bona fide interest 
(as defined by the rules and regulations of the Commission) 
in the reorganization. 

Section 11(e) authorizes a registered holding company 
or any subsidiary to “submit a plan to the Commission for 
the divestment of control, securities, or other assets, or for 
other action by such company or any subsidiary company 
thereof for the purpose of enabling such company or any 
subsidiary company thereof to comply with the provisions 
of subsection (b).” The Commission is authorized after 
notice and opportunity for hearing to find such plan as 
submitted or modified necessary to effectuate the provisions 
of subsection (b) and fair and equitable to the persons af¬ 
fected by the plan and at the request of the Company, the 
Commission is authorized to apply to the court to carry out 
the terms and provisions of the plan. If, upon the applica¬ 
tion, the court, after notice and opportunity for hearing, 
shall approve such plan as “fair and equitable and as ap¬ 
propriate to effectuate the provision of section 11, the court 
as a court of equity may, to such extent as it deems neces¬ 
sary for the purpose of carrying out the terms and provi¬ 
sions of the plan, take exclusive jurisdiction and possession 
of the company or companies and the assets thereof, wher¬ 
ever located.” The court is also authorized to appoint a 
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trustee and the court may constitute and appoint the Com¬ 
mission as sole trustee to hold and administer under the 
direction of the court and in accordance with a plan ap¬ 
proved by the court and the Commission, the assets so pos¬ 
sessed. 

Section 11(f) relates to proceedings in a court of the 
United States. 

Section 11(g) makes it unlawful for any person to 
solicit proxies, consents, powers of attorney, deposits or 
dissents, in respect of any reorganization plan of a regis¬ 
tered holding company or any subsidiary company unless 
(1) the plan has been proposed by the Commission or the 
plan or such information regarding it and its sponsors as 
the Commission may deem necessary or appropriate in the 
public interest has been submitted to the Commission by a 
person having a bona fide interest in the reorganization. (2) 
each solicitation is accompanied or preceded by a copy of 
a report on the plan which shall be made by the Commission 
after an opportunity for a hearing on the plan and other 
plans submitted to it, and (3) the solicitation is not in 
contravention of the rules or regulations or orders of the 
Commission. 

Section 12(e) of the Act also makes it unlawful for any 
person to solicit consents or authorizations regarding any 
security of a registered holding company or a subsidiary in 
contravention of such rules and regulations or orders as the 
Commission deems necessary or appropriate in the public 
interest or for the protection of investors or consumers 
or to prevent the circumvention of the provisions of the title 
or the rules, regulations or orders thereunder. 

There is no express provision in Section 11(e) author¬ 
izing the Commission to disregard the requirements of 
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state law in a reorganization under that section intended 
to comply with Section 11(b)(2). 

In its opinion of March 24, 1941 in the Federal Water 
Service Corporation proceeding (8 S. E. C. 893) the Com¬ 
mission treated the plan (p. 904) as in effect the type of 
plan for which Congress made provision in Section 11(e) 
of the Act and accordingly considered the plan “in the 
light of the standards imposed by the Act for plans pre¬ 
sented under Section 11(e), namely, that the plan be ‘nec¬ 
essary to effectuate the provisions of subsection (b) and 
fair and equitable to the persons affected by such plan.’ ” 

In this way the “fair and equitable” standard of Sec¬ 
tion 11(e) was brought into the consideration by the Com¬ 
mission of the declarations of Federal Water Service Cor¬ 
poration, Utility Operators Company and Federal Water 
and Gas Corporation which were filed under Section 7. 

Section 17(a) and (b) of the Act requires officers and 
directors of a registered holding company to file with the 
Commission statements of purchases and sales of securi¬ 
ties of a registered holding company or a subsidiary, and 
authorizes the corporation to recover by suit in a court of 
competent jurisdiction any profits made on purchases and 
sales occurring within a six months’ period. 

The Supreme Court in the Chenery Corporation case 
relied upon Senate Report No. 621 (74th Cong., 1st Sess.) 
as showing that Section 17(a) and (b) was not intended 
by Congress to limit the supervisory power of the Commis¬ 
sion over the reorganization process under Sections 7 and 

nw. 

Report No. 621 accompanied Senate Bill 2796, which, 
with amendments, became the Public Utility Holding Com¬ 
pany Act of 1935. With respect to Section 7 the report 
states (p. 27): 
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“This section sets forth the requirements gov¬ 
erning security transactions of registered holding 
companies and their subsidiaries. The Commission 
does not approve or disapprove security transactions, 
but it is to be furnished with information in the 
form of a declaration so that it can prevent a de¬ 
claration from taking effect and the transaction 
from being carried out in any case where the re¬ 
quirements set forth in this section are not met.” 

The report refers to the type of securities which may be 
issued by a registered holding company or a subsidiary. 
It states that the Commission is required to permit a 
declaration covering the issue of a security satisfying the 
requirements of the section to become effective unless speci¬ 
fied adverse conditions exist and (p. 28): 

“* * * These provisions are designed to give to the 
Commission continuous supervision over the re¬ 
vamping of holding-company systems to meet the 
requirements of title I looking toward the establish¬ 
ment of financially sound and economically inte¬ 
grated units and the avoidance of injury to investors 
and consumers.” 

As to subsection (f) relating to the terms and conditions 
which the Commission might prescribe in an order per¬ 
mitting a declaration to become effective, the report states 

(p. 28) : 

“Subsection (f) sets forth the terms and condi¬ 
tions which the Commission may prescribe in an 
order permitting a declaration to become effective. 
These terms and conditions are designed to give ade¬ 
quate protection to investors and consumers in the 
course of future financing by companies in holding- 
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company systems and to ensure that future develop¬ 
ments are dictated by, and not detrimental to, the 
business needs of integrated units and are in accord 
with the underlying purpose of the legislation to 
give to investors and consumers full protection 
against the deleterious practices which have char¬ 
acterized certain holding-company finance in the 
past. They embrace matters of financial practices, 
the granting of preemptive rights, the giving of op¬ 
tions, the taking of competitive bids, and similar 
matters which vitally affect the interest of the in¬ 
vestor or the consumer in matters of more than 
local concern.” 

The report, in referring to subsection (g), states (p. 28) : 

“Subsection (g) requires in all cases compliance 
with the applicable State laws.” 

The House amended S. 2796 by striking out all of the 
Senate Bill after the enacting clause (House Report No. 
1903, 74th Cong., 1st Sess. p. 65) and in conference the 
terms of the Public Utility Holding Company Act of 1935 
were agreed upon. The Conference Report (House No. 
1903, 74th Cong., 1st Sess.) contains the following with 
respect to Section 7(f) (p. 67) : 

“The Senate bill provides (sec. 7(f) that se¬ 
curities are to be issued subject to terms and con¬ 
ditions to be prescribed by rules and regulations of 
the Commission, and goes into detail with respect 
to what such terms and conditions may require. 
The House amendment contains no such provision. 
The substitute agreed to in conference authorizes 
the Commission to prescribe terms and conditions to 
assure compliance with the conditions specified in 
the section.” 
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The Supreme Court also referred to Senate Report 621 
(74th Cong-., 1st Sess. p. 28) with respect to the interpreta¬ 
tion of Section 11(e). This report states (p. 33) with re¬ 
spect to this section: 

“* * * Subsection (e) expressly authorizes a hold¬ 
ing company subject to the approval of the Com¬ 
mission and the court to work out a plan of reorgan¬ 
ization to make unnecessary the issuance of an in¬ 
voluntary order for its reorganization bv the Com- 
i mission, and the Commission and the court are 
authorized to approve any plan so worked out volun¬ 
tarily by a holding company as the Commission and 
the court might order under their compulsory pow¬ 
ers. Thus the voluntary reorganization of the hold- 
ing companies might be facilitated by the recognized 
powers of a court of equity to make such equitable 
allocations of general liens and priorities as may be 
necessary to make it possible for the companies to 
comply with the policy of the statute (Continental 
Insurance Co. v. U. S.. Reading Co. ct al 259 U. S. 
156). If a company is insolvent or unable to pay its 
debts, the Commission is empowered by subsection 
(f) to institute proceedings for the reorganization 
of the company under section 77B of the Bank¬ 
ruptcy Act; in such proceedings also, the Commis¬ 
sion could have itself appointed sole trustee. Under 
these subsections, Commission approval of reorgani¬ 
zation plans and supervision of the conditions under 
which such plans are prepared will make it impos¬ 
sible for a group of favored insiders to continue 
their domination over inarticulate and helpless mi¬ 
norities, or even as is often the case, majorities. Fees, 
expenses and remuneration paid in connection with 
any such reorganization, whether under section 77B 
of the Bankruptcy Act or otherwise, are made sub- 
iect to the approval of the Commission.” 
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It will be noted that subsection (e) of S. 2796 expressly 
provided for a plan of reorganization. This was in accord¬ 
ance with the provision of subsection (b)(2) of the bill. 
As stated in Senate Report 621 (p. 32), subsection (b) 
made it the duty of the Commission after notice and oppor¬ 
tunity for hearing: 

“* * * (2) after January 1, 1938 (with the same 
possibilities of extension) to require each registered 
holding company, and each subsidiary company 
thereof, to be reorganized or dissolved whenever the 
Commission finds that the corporate structure or 
continued existence of such company unduly or un¬ 
necessarily complicates the structure of the holding 
company of which it is a part, or unfairly or in¬ 
equitably distributes voting power among the holders 
of securities, or is detrimental to the proper func¬ 
tioning of a single geographically and economically 
integrated public utility system; * * *” 

The Conference Report stated with respect to Section 
11(b) (2) (House Report No. 1903, 74th Cong., 1st Sess., 
p. 70): 

“The substitute contains a provision which is 
not in the House amendment but which deals with 
the same subject matter as paragraph (2) of sub¬ 
section (b) of the Senate bill, directing the Com¬ 
mission to require each registered holding company 
and each subsidiary company thereof to take steps 
necessary to insure that the corporate structure or 
continued existence of any company in the holding- 
company system does not unduly or unnecessarily 
complicate the structure or unfairly or inequitably 
distribute voting power among security holders of 
the holding-company system.” 
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Mr. Rayburn, who was in charge of the bill for the 
House, explained this amendment to the House as follows 
(Cong. Rec., 74th Cong., 1st Sess., p. 14165) : 

“* * * This differs from the Senate provision in that 
the Commission is to take such steps as it finds neces¬ 
sary to insure this result, whereas the Senate provi¬ 
sion requires reorganization or dissolution.” 

The foregoing accounts for the absence in Sections 
11(b) (2) and 11(e) of any reference to reorganization 
or dissolution. 

The Supreme Court in the Chenery Corporation case 
relied upon the legislative history of Sections 7(d)(6) and 
7(e) and 11(e) of the Act, as shown by Senate Report 621, 
as ‘‘reflecting the range of public interests committed to the 
care of the Commission” and concluded that Section 17(a) 
and (b) with respect to officers’ and directors’ purchases 
“cannot be regarded as a limitation upon the power of the 
Commission to deal with other situations in which officers 
and directors have failed to measure up to the standards of 
conduct imposed upon them by the Act.” 

The court said (p. 92, Joint App., p. 108) : 

“Notwithstanding § 17(a) and (b), therefore, 
the Commission can take appropriate action for the 
correction of reorganization abuses found to be 
‘detrimental to the public interest or the interest of 
investors or consumers.’ It was entitled to take into 
account those more subtle factors in the marketing 
of utility company securities that gave rise to the 
very grave evils which the Public Utility Holding 
Act of 1935 was designed to correct. See the con- 
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curring opinion of Judge Learned Hand in Morgan 
Stanley & Co. v. Securities Exchange Commission, 
126 F. 2d 325, 332.” 

It is apparent from the opinion of the Supreme Court 
that the court did not regard the statutory provisions of 
Sections 7 and 11(e) as, in themselves, prescribing stand¬ 
ards of conduct for officers and directors and controlling 
stockholders with respect to purchases of securities. What 
the court had in mind was the possibility that the purchase 
of securities by officers and directors and controlling stock¬ 
holders might be so related to the process of reorganization 
under the Act as to make it appropriate for the Commis¬ 
sion to pass a rule under its legislative powers prohibiting 
such purchases as a safeguard to the interests entrusted 
by Congress to the Commission. The citation by the court 
of the case of Morgan Stanley Co. v. Securities Ex¬ 
change Commission, 126 F. (2d) 325, 332, which involved 
the application of a rule forbidding innocent as well as 
guilty transactions demonstrates this. If the Commission 
found in its administrative experience that such purchases 
were so related to the reorganization process that they 
ought to be forbidden as a reorganization abuse, then the 
mere fact that Congress had made express provision in 
Section 17 with respect to officers’ and directors’ purchases 
should not be deemed to limit the power of the Commission 
to prevent the purchase of securities by officers and direc¬ 
tors. Until such action was taken, however, the only 
standards with respect to officers’ and directors’ purchases 
were those set forth in Section 17 of the Act and those 
established by law with respect to the conduct of fiduciaries. 
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The Commission in its present opinion completely mis¬ 
apprehended the nature of the authority which the Su¬ 
preme Court held had been conferred upon it. It assumed 
that the Supreme Court had given it authority to reaffirm 
the order that was set aside by writing a new' opinion in 
which it would place its decision on the basis of its ad¬ 
ministrative experience instead of upon equity precedents. 
The philosophy behind the decision of the Commission 
is not unlike that commented upon by the Supreme Court 
in Guaranty Trust Co. v. York, decided June 18, 1945, 89 
L. Ed. 1418. There the question was whether Erie Rail- 
read Co. v. Tompkins, 304 U. S. 64, required a federal 
equity court to recognize that a claim which was barred 
b} r state statute of limitations was also barred in a suit 
brought in the federal court. Mr. Justice Frankfurter for 
the majority of the court held that Erie Railroad Co. v. 
Tompkins overruled a particular way of looking at law 
which dominated the judicial process long after its inade¬ 
quacies had been laid bare. Mr. Justice Frankfurter said 
(pp. 1019, 1020) : 

“* * * Law was conceived as a ‘brooding omni¬ 
presence’ of Reason, of which decisions were merely 
evidence and not themselves the controlling formu¬ 
lations. Accordingly, federal courts deemed them¬ 
selves free to ascertain what Reason, and therefore 
Law, required wholly independent of authoritatively 
declared State law, even in cases where a legal right 
as the basis for relief was created by State au¬ 
thority. * * * State court decisions were not ‘the law’ 
but merely someone’s opinion—to be sure an opin¬ 
ion to be respected—concerning the content of this 
all-pervading law. Not unnaturally, the federal 
courts assumed power to find for themselves the 
content of such a body of law.” 
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Something of this outlook of the federal courts under 
Swift v. Tyson , 16 Pet. 1, upon the decisions of state 
courts on matters of general law seems to have animated 
the Commission in making its present decision. It con¬ 
ceived of its administrative experience as a “brooding omni¬ 
presence” which, when exercised did not create a new 
standard of conduct for officers’ and directors’ purchases 
with retrospective effect, but merely declared existing 
duties and obligations which Congress authorized the Com¬ 
mission to discover and declare in the exercise of its admin¬ 
istrative experience. It is true that no one reading the 
statute or the reports of the committees recommending the 
legislation could discover in the statutory language any in-' 
tention on the part of Congress to ^establish a new standard 
of conduct for fiduciar ies, or.., a,^e\y,JS to oncers’ 
and directors’ purchases of stock. But the theory is that 

_ . -r —- --_ 

the standard was there just the same. Ihe Commission, 
accordingly treated the opinion of the Supreme Court hold¬ 
ing, as a matter of law, that no standard of fiduciary duty 
was violated by the interveners as wholly irrelevant to the 
administrative question which the Commission assumed 
Congress had left to it. It construed the opinion oi the 
Supreme Court as merely informing the Commission what 
a court of equity would do upon the facts in this record. 
But on the assumption that Congress had authorized the 
Commission to declare by administrative decision a dif¬ 
ferent standard of fiduciary duty from that established by 
courts of equity, it conceived that it was its privilege to 
declare what the new standard was, from the standpoint 
of its administrative experience, determine that the stand¬ 
ard had been violated and outlaw the interveners’ transac¬ 
tions in the reorganization on the theory that they had 
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fallen under the ban of the standard thus discovered and 
declared. Accordingly, the Commission, acting on this 
theory of its administrative experience, in answer to the ob¬ 
jection made by the interveners that to apply to them retro¬ 
actively a new* policy was unfair, said (id., p. 166): 

“* * * But this is true only in the sense that the de¬ 
cision of any case of first impression may have an 
effect not foreseen or foreseeable.” 

In carrying out this view* of its authority, the Commis¬ 
sion ignored settled principles of administrative law. It is 
clearly established that any quasi-judicial administrative 
decision must be based upon the evidence contained in the 
record. Interstate Commerce Commission v. Louisville & 
Nashville R. R. Co., 227 U. S. 88, 91, 93; Chicago Junction 
Case, 264 U. S. 258, 263. Here, the Commission devoted 
large sections of its opinion to speculations as to what other 
companies might do if so inclined which are not based upon 
the record and some of them, if not most, are based upon 
hypotheses contrary to common knowledge. The court can 
take judicial notice of the fact that holding company 
managements do not and cannot act as the Commission sug¬ 
gests they might act if so inclined. Moreover, if the Com¬ 
mission had attempted to place a member of its staff on the 
stand to testify as to the basis for these speculations, it is 
respectfully submitted that the testimony would have been 
excluded as having nothing whatever to do with the rights 
of the interveners and as contrary to fundamental guaran¬ 
ties of a fair trial. 

The fact that the Commission was forced to violate 
settled principles of administrative law in order to bring 
its administrative experience into play for the purposes of 



this decision is a conclusive reason for holding that the 
Commission has no such power as has been exercised in this 
case. 


The Commission’s entire opinion is based upon the mis¬ 
conception that the Supreme Court authorized the Com¬ 
mission to reach the result which it reached in this case, 
provided it placed its decision on the basis, of.. its^djninis- 
trative experience instead of upon eqyity nfecedects., 

Beginning on page 90 of the Supreme Court’s opinion 
(318 U. S. 80) and continuing through part of page 93, 
the Supreme Court considered the contention of the Com¬ 
mission that its order of September 24, 1941 should be sus¬ 
tained as an exercise of the administrative discretion of 
the Commission. The court held that the order could not 
be sustained on this ground, saying (p. 92, Joint App., 

p. 108): 


• ^ 
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“* * * Through its preoccupation with the special 
problems of utility reorganizations the Commission 
accumulates an experience and insight denied to 
others. Had the Commission, acting upon its ex¬ 
perience and peculiar competence, promulgated a 
general rule of which its order here was a particular 
application, the problem for our consideration would 
be very different.” 


In other words, in order to make the problem before the 
court different from what it was, it would have been neces¬ 
sary for the Commission to have promulgated a general rule 
prescribing a different standard of conduct for officers and 
directors of a holding company from that established by 
law. If this had been done, and the Commission had sought 
to enforce such a rule in a reorganization proceeding by 
treatment of the stock owned by the interveners differently 
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from other stock, the problem before the court would have 
been different. This statement plainly excludes the possi¬ 
bility that the Commission could create a different problem 
for the court by writing a new opinion in which emphasis is 
laid upon its administrative experience and equity prece¬ 
dents, with one exception, are ignored. 

The court continued (p. 92, Joint App., pp. 108-109): 

“* * * Whether and to what extent directors or offi¬ 
cers should be prohibited from buying or selling 
stock of the corporation during its reorganization, 
presents problems of policy for the judgment of Con¬ 
gress or of the body to which it has delegated power 
to deal with the matter. Abuse of corporate posi¬ 
tion, influence, and access to information may raise 
questions so subtle that the law can deal with them 
effectively only by prohibitions unconcerned with 
the fairness of a particular transaction. But before 
transactions otherwise legal can be outlawed or de¬ 
nied their usual business consequences, they must fall 
under the ban of some standards of conduct pre¬ 
scribed by an agency of government authorized to 
prescribe such standards—either the courts or Con¬ 
gress or an agency to which Congress has delegated 
its authority. Congress itself did not proscribe the 
respondents’ purchases of preferred stock in Fed¬ 
eral. Established judicial doctrines do not condemn 
these transactions. Nor has the Commission, acting 
under the rule-making powers delegated to it by 
§ 11 (e), promulgated new general standards of con¬ 
duct.” 

The order of the Commission could not be sustained 

(a) because the interveners’ purchases of stock did not 
violate the standard of fiduciary conduct established by 
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courts of equity and (b) because such purchases did not 
violate any standard of conduct or policy which the Com¬ 
mission might have established in the exercise of its admin¬ 
istrative competence. 

Under either aspect of the case, the controlling prin¬ 
ciple was that “before transactions otherwise legal can be 
outlawed or denied their usual business consequences, they 
must fall under the ban of some standards of conduct pre¬ 
scribed by an agency of government * * 

The present decision of the Commission is plainly in¬ 
consistent with this sentence in the Supreme Court’s 
opinion. 

There can be no pretense that the transactions of these 
interveners fell under the ban of any standards of conduct 
prescribed by the courts or Congress or the Commission. 

If, for the sake of argument, we were to strike out that 
part of the opinion of the Supreme Court beginning with 
“Through its preoccupation with the special problems of 
utility reorganizations,” on page 92, and ending with “Nor 
has the Commission, acting under the rule-making powers 
delegated to it by § 11(e), promulgated new general 
standards of conduct” on page 93, the paragraph dealing 
with the administrative discretion of the Commission would 
then read as follows (Joint App., pp. 108, 109): 

“But the difficulty remains that the considerations 
urged here in support of the Commission’s order 
were not those upon which its action was based. 
The Commission did not rely upon ‘its special ad¬ 
ministrative competence;’ it formulated no judg¬ 
ment upon the requirements of the ‘public inter¬ 
est or the interest of investors or consumers’ in 
the situation before it. * * * It purported merely 
to be applying an existing judge-made rule of equity. 
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The Commission’s determination can stand, there¬ 
fore, only if it found that the specific transactions 
under scrutiny showed misuse by the respondents of 
their position as reorganization managers, in that 
as such managers they took advantage of the corpo¬ 
ration or the other stockholders or the investing 
public. The record is utterly barren of any such 
showing. Indeed, such a claim against the respond¬ 
ents was explicitly disavowed by the Commission.” 

Suppose, for the sake of argument, that the rest of the 
opinion of the Supreme Court was not changed. Even then 
it is submitted the present opinion of the Commission 
would not give effect to the opinion and mandate of the 
Supreme Court. In this event upon remand it would 
clearly have been established for the Commission as a 
matter of law that the interveners had not violated any 
fiduciary duty imposed upon them by the Act in purchasing 
preferred stock while a plan of reorganization was on file 
with the Commission. In order to give effect to this deci¬ 
sion, it would be necessary for the Commission in passing 
upon petitioner’s plan to amend the merger agreement to 
concede at the outset that the position of the interveners as 
fiduciaries did not preclude them from purchasing preferred 
stock in the same way as other persons not fiduciaries pur¬ 
chased stock while a plan of reorganization was on file. 
With this point of law clearly established what reason 
could the Commission give for treating the interveners’ 
stock differently from other stock? Of what consequence 
v/as it that the interveners were fiduciaries, if in the pur¬ 
chases of stock they violated no fiduciary duty? 

In the absence of a rule promulgated by the Commis¬ 
sion in the exercise of its supervisory powers over reorgani- 
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zations, the question of the obligations of the interveners, 
as fiduciaries, was a question of law. The Commission can¬ 
not decide a question of law contrary to a determination by 
the Supreme Court by stating that it placed its decision upon 
the ground of its administrative experience. 

The Commission in this case did not give effect to the 
determination by the Supreme Court that no fiduciary duty 
of the interveners was violated by their purchases of stock. 
Throughout its opinion, the Commission suggests alleged 
obligations of the interveners as fiduciaries and possible 
violations of fiduciary duty. For instance, the Commission 
said (id., pp. 159-160): 

“Questions as to whether fiduciaries have taken 
advantage of a position of conflicting interest in 
which they have placed themselves are not lightly to 
be resolved in favor of the fiduciaries.” 

It is unnecessary to refer to the numerous other state¬ 
ments in the opinion in which the Commission has sought to 
create an unfavorable atmosphere for the interveners in 
direct conflict with the determination of the Supreme Court 
that the record is utterly barren of any showing of “misuse 
by the respondents of their position as reorganization man¬ 
agers, in that as such managers they took advantage of the 
corporation or the other stockholders or the investing pub¬ 
lic.” 

Accordingly, even if there were eliminated, as we have 
done for the purpose of argument, from the opinion of the 
Supreme Court the sentences of the opinion of the court 
dealing wflth the attempt of the Commission to sustain its 
order as an exercise of its administrative experience apart 
from equity precedents, the Commission would be left with 
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nothing upon which it could predicate an order denying peti¬ 
tioner's application for leave to amend the merger agree¬ 
ment. 

It is recognized that the doctrine of the law of the case 
has; a more limited application to administrative tribunals 
than to lower federal courts. Federal Communications 
Commission v. Pottsville Broadcasting Co., 309 U. S. 134. 
Nevertheless, a determination by the Supreme Court of 
questions of law is not an advisory opinion to the Com¬ 
mission. It is a binding adjudication of rights. As stated 
by the court in Federal Pozeer Commission v. Pacific Pozuer 
& Light Co., 307 U. S. 156, 160: 

“ ‘ . . . a judgment rendered will be a final and in¬ 
disputable basis of action between the commission 
and the defendant.' Interstate Commerce Commn 
v. Baird, 194 U. S. 25. 38." 

When the case came back to the Commission following 
remand, there was no administrative question before the 
Commission until petitioner filed its application and declara¬ 
tion for leave to correct the merger agreement. The order 
of September 24, 1941, in so far as involved in the Chencry 
Corporation case, was dead. It had been set aside by this 
court pursuant to the mandate of the Supreme Court and 
it was beyond the power of the Commission to revive it. 

In passing upon petitioner's application and declaration 
for leave to correct the merger agreement, the Commission 
was of course required to exercise its administrative dis¬ 
cretion. But, if the Commission gave effect to the opinion 
and mandate of the Supreme Court, there was no ground 
upon which the Commission could deny it. 
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SECOND 

THE COMMISSION HAD NO POWER TO DISRE¬ 
GARD THE CONTRACTUAL RIGHTS OF STOCK¬ 
HOLDERS, IN PASSING UPON A PLAN OF REORGAN¬ 
IZATION UNDER SECTION 7 OR SECTION 11(e) OF 
THE PUBLIC UTILITY HOLDING COMPANY ACT. 

Where an administrative tribunal misconstrues its au¬ 
thority and enters an order based upon the application of 
erroneous criteria, the court will set it aside. Texas & 
Pacific Ry. Co. v. Interstate Commerce Commission, 162 
U. S. 197; Southern Pacific Co. v. Interstate Commerce 
Commission, 219 U. S. 433; Ann Arbor R. Co. v. United 
States, 281 U. S. 658. 

The Supreme Court in the Chenery Corporation case 
said that it it was not for the Court “to determine inde¬ 
pendently what is ‘detrimental to the public interest or the 
interest of investors or consumers’ or 'fair or equitable’ 
within the meaning of §§ 7 and 11 of the Public Utility 
Holding Company Act of 1935”, (p. 94, Joint App., p. 
110 ). 

It is submitted that a “fair and equitable” reorgani¬ 
zation within the meaning of Section 11(e) of the Act 
is one that fairly and equitably recognizes the contractual 
rights of stockholders inter scse. The Commission has an 
administrative discretion with respect to allocation of secu¬ 
rities among different classes. But before it reaches the 
question of allocation it must determine the contractual 
rights of stockholders inter scse. In making this determi¬ 
nation it passes upon a question of law which is subject 
to judicial review. It cannot avoid judicial review of this 
question by stating that it places its decision on the basis 
of its administrative experience. If a plan is fair and 
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equitable in the sense that it fairly and equitably recog¬ 
nizes the contractual rights of stockholders inter sese, it is 
not detrimental to the public interest or the interest of in¬ 
vestors or consumers within the meaning of Section 7 of 
the Holding Company Act. 

Under Section 7 of the Act the plan must conform 
to the requirements of state law, and this necessarily 
means that stockholders whose rights are the same when 
judged in accordance with state law must receive the 
same treatment in a plan of reorganization to be accom¬ 
plished under Section 7 of the Act. Under Section 
11(e) the Commission may have power to override the 
requirements of state law when necessary to accomplish 
the objectives of Section 11(b). But it cannot fairly be 
contended that it is necessary to discriminate between 
stockholders of the same class in order to obtain the ob¬ 
jectives set forth in Section 11(b). 

Congress gave to the Commission, as held by the Su¬ 
preme Court, supervisory power over, the reorganization 
process, but it cannot reasonably be contended that it is 
necessary for the Commission to disregard rights of stock¬ 
holders, judged in accordance with law, in order to exercise 

its supervisory power over this process. If officers’ and 

♦ 

directors’ purchases of stock are so related to the issuance 
of securities or to the submission of plans of reorganization 
that they constitute a reorganization abuse the Commission 
can apparently pass a rule prohibiting such purchases. Sub¬ 
sequently in passing upon a reorganization plan, the Com¬ 
mission can presumably enforce its rule. This, however, 
would be giving effect to the legal rights of stockholders 
and would not be inconsistent with the view which is in¬ 
herent, we submit, in the statutory standards that the right 
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of a stockholder to participate in the plan of reorganization 
on the same basis as other stockholders depends upon 
whether as a matter of law his contractual rights against 
the Corporation are the same as those of other stockholders. 

In the recent case of Otis & Co. v. Securities and Ex¬ 
change Commission, 323 U. S. 624, it was necessary for 
the Supreme Court to pass upon the meaning of the phrase 
“fair and equitable” in Section 11(e). 

In that case the Commission had approved under Sec¬ 
tion 11(e) a plan of dissolution of a top holding company. 
The charter of the corporation was in the usual form and 
provided that in the event of dissolution, voluntary or in¬ 
voluntary, the holders of preferred stock should be entitled 
to receive $100 per share and accrued dividends before any 
distribution was made on the common. The Commission 
had allowed to the common approximately 5 % of the assets 
of the company although it was conceded that the value of 
the assets was insufficient to satisfy the liquidating prefer¬ 
ences of the preferred. The Commission justified its allo¬ 
cation on the theory that although in a technical sense the 
company was dissolved, the rights of the preferred and 
common should be judged as if the company were to con¬ 
tinue as a going concern. In support of this view the 
Commission relied upon an alleged power under Section 
11(e) of the holding company act to “remold” the con¬ 
tractual rights of parties in connection with a reorganiza¬ 
tion. Neither the majority nor the minority of the court 
sustained this power. Mr. Justice Reed for the majority 
sustained the order of the Commission by construing the 
provision of the charter “whether voluntary or involun¬ 
tary” as not applying to a dissolution made in pursuance 
of the holding company act. In placing its decision upon 
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this ground, the majority expressly stated that it was un¬ 
necessary for the court to pass upon the question whether 
the preferred stockholders would be illegally deprived of 
their rights if a different construction of the charter pro¬ 
vision had been made. The majority of the court said 
(pp. 635-636): 

“* * * There is an argument that if the charter 
provision applies to this situation, it cannot be dis¬ 
regarded and that in such a liquidation ‘fair and 
equitable’ would require the distribution of assets 
only to the preferred. We do not reach that ques¬ 
tion. The point at issue is whether this charter 
provision applies.” 

Mr. Chief Justice Stone in his dissenting opinion, with 
which Justices Roberts and Frankfurter concurred, vigor¬ 
ously asserted the view that the Commission had no power 
under Section 11(e) to override the contractual rights of 
stockholders, saying (p. 645): 

“We cannot assent to the proposition advanced 
by the Commission that even though the priority 
stipulation was intended to be applicable to any kind 
of an involuntary liquidation, including one such 
as the present, the Commission can nevertheless 
override it. Such provisions for priority in a cor¬ 
porate charter constitute a contract among the 
stockholders, which is entitled to constitutional pro¬ 
tection, Bedford v. Eastern Building & Loan Assn., 
181 U. S. 227; Hopkins Federal Savings & Loan 
Assn. v. Cleary, 296 U. S. 315; Treigle v. Acme 
Homestead Assn., 297 U. S. 189, 194-6, impair¬ 
ment of which is not lightly to be attributed to 
Congress. No constitutional issue is raised here, 
but we find no provision of the statute which pur¬ 
ports to confer on the Commission, in the exercise 



43 


of its power to liquidate a corporation, any au¬ 
thority to set aside a lawful stipulation in which the 
stockholders have joined fixing their relative rights 
in the event of liquidation.” 

All the justices concurred in the view that the phrase “fair 
and equitable” as found in Section 11(e) should be inter¬ 
preted in the same sense as this phrase is used in the 
bankruptcy statutes. Mr. Justice Reed for the majority, 
said (p. 634): 

“Like the bankruptcy and reorganization stat¬ 
utes, the Public Utility Holding Company Act, in 
providing that plans for simplification be ‘fair and 
equitable,’ incorporates the principle of full priority 
in the treatment to be accorded various classes of 
security interests. This right to priority in assets 
which exists between creditors and stockholders, 
exists also between various classes of stockholders. 
When by contract as evidenced by charter provi¬ 
sions one class of stockholders is superior to another 
in its claim against earnings or assets that superior 
position must be recognized by courts or agencies 
which deal with the earnings or assets of such a 
company. Fairness and equity require this conclu¬ 
sion.” 

The minority opinion took the same view (pp. 647, 
648): 

“The phrase ‘fair and equitable’ as applied to 
any form of corporate reorganization has long been 
recognized as signifying the requirement of the 
rule sanctioned by this Court in Northern Pacific 
R. Co. v. Boyd, 228 U. S. 482, and the many cases 
following it. * * * We think no other construction 
of §11 (e) of the present Act can be sustained. 
Neither the context of the statute nor the legisla- 
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tive history suggests any other. The Commission 
hints at no reason for not giving these terms of art, 
‘fair and equitable,' other than their long settled and 
hitherto accepted meaning.” 

The question in the Otis case was not treated as if it 
involved any element of discretion on the part of the Com¬ 
mission. Mr. Justice Reed opened his opinion by stating 
(p. 625): 

“An important although narrow legal point in 
the interpretation of the Public Utility Holding 
Company Act of 1935 is involved in this case.” 

Mr. Justice Reed said (p. 633) : 

“We reach the conclusion that the Securities and 
Exchange Commission applied the correct rule of 
law as to the rights of the stockholders inter sese.” 

The Otis case clearly supports the view that the phrase 
“fair and equitable” in Section 11(e) requires a fair and 
equitable recognition of contractual rights. 

Since it was held by the Supreme Court in the Chenery 
Corporation case that the interveners did not violate any 
fiduciary duty in acquiring preferred stock of Federal while 
a plan of reorganization was on file with the Commission, 
their contractual rights in relation to Federal Water Serv¬ 
ice Corporation were the same as those of the holders of 
other preferred stock of the same class. Accordingly, in a 
“fair and equitable” plan of reorganization or in one that 
is not “detrimental to the public interest, or the interest 
of investors or consumers” their stock must be treated in 
the same way as other stock of the same class is treated. 
The Commission had no power to disregard the contractual 
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rights of the interveners, in passing upon petitioner’s de¬ 
claration and application for leave to amend the merger 
agreement. 


THIRD 

THE FINDINGS OF FACT DO NOT SUPPORT 

THE CONCLUSION OF THE COMMISSION THAT 
PETITIONER’S PLAN TO AMEND THE MERGER 
AGREEMENT IS UNFAIR OR INEQUITABLE OR 
DETRIMENTAL TO THE PUBLIC INTEREST OR THE 
INTEREST OF INVESTORS OR CONSUMERS WITHIN 
THE MEANING OF SECTIONS 11(e) AND 7 OF 
THE ACT. 

If the Court agrees with us that the Commission, in 
disregarding the contractual rights of the interveners, 
adopted erroneous criteria in passing upon petitioner’s plan 
to amend the merger agreement, it necesarily follows that 
the basic findings of fact in this case do not support the 
ultimate conclusions of the Commission. 

Apart from this, however, the Commission’s treatment 
of the facts in this case was arbitrary and unjustified. 

It seems to us plain that, in any view of the case, the 
question whether the interveners were entitled to partici¬ 
pate in a fair and equitable reorganization on the basis of 
parity of treatment with other stockholders of the same 
class must be determined by consideration of what the in¬ 
terveners did. To apply to them a rule of convenience 
based upon what other companies might conceivably do, it 
is respectfully submitted, is unfair under any interpretation 
of this word, especially when the basis for the conjectures 
as to what other companies might do is not placed in the 
record. 
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The facts with respect to the so-called purchase pro¬ 
gram which is criticized in the Commission's present opin¬ 
ion were correctly stated by this Court (Chcncry Corpora¬ 
tion ct al. v. Securities and Exchange Commission, 75 U. S. 
App. D. C. 374. 377: 128 F. 2d, 303. 306): 



“Realizing that if the Commission persisted in 
this stand the officers and employees of Federal who 
had invested in this class of stock would find them¬ 
selves without either a stake or influence in the 
company they had helped create and by which 
they were employed, Chenery, president of Federal, 
suggested to many of them that they use what money 
they could spare to buy preferred stock, stating that 
he would follow the same course. This resulted in 
\ purchases over a period of two and a half to three 
years on the part of various officers and directors 
of the corporation. The aver age p urchase of each 
of the 16 officers and directors, other than Chenerv 
and one V andenberg was around 130 shares. Chen- 
ery, tor the account ot a family corporation con¬ 
trolled by him, purchased approximately S,000 
shares, of which a lot of 2.700 shares was not a 
purchase but an exchange for $100,000 of Federal’s 
prior debenture gold bonds, and as to which the 
Mother party to the transaction testified that he pre¬ 
ferred to have the bonds to the stock ‘and today I am 
t very much delighted we made the trade’. The re- 
maining director, Yandenberg, who at the time of 
t the merger—we gather from the record—had ceased 
'to be an officer and director of the corporation, pur¬ 
chased in the open market approximately 1,700 
shares.” 


It would serve no useful purpose for us to go through 
the opinion of the Commission in order to show the unfair¬ 
ness of the Commission’s attempt to* indicate by its con- 



47 


elusions that the interveners did something more than 
merely purchase preferred stock in order to protect their 
interests in the company when a plan of reorganization was 
on file with the Commission. There are, however some 
statements which perhaps should be noticed. The Commis¬ 
sion in a number of places makes general statements of the 
following nature (id., p. 157): 

“* * * The managers then have undertaken to act 
affirmatively in their own interests, with reference 
to the reorganization, and anything they gain there¬ 
from must necessarily be at the expense of persons 
they are under a duty to represent (italics supplied) 


(id., pp. 165-166): 


“* * * Such profits would necessarily be realized at 
the expense of the public stockholders, both those 
who sold out and those who held their shares. 

Those who sold out cannot be helped in these 
proceedings. * * * 

As to the public stockholders who remain, we 
cannot make the affirmative finding required by Sec¬ 
tion 11(e) that the plan is ‘fair and equitable to 
the persons affected tjhere^li^.^ 


questions about fairness and equity which we be- 
satisfactorily answer.” 


These sentences raise the question of injury to individual 
stockholders. As to the stockholders who sold to the in¬ 
terveners, it is obvious that the fact that the interveners 
bought helped the prospective sellers to sell. 

In In re Indiana Central Telephone Co., 24 F. Supp. 
342, the contention was made that a company that held all 
of the capital stock of the debtor should be limited to cost 





48 


with respect to bonds because it was a fiduciary. The court 
said as to the purchase of the bonds (p. 344): 

“* * * All bonds recently obtained were acquired as 
the result of tenders by various investment houses. 
The only effect of such sales was to raise the market 
price of the bonds which could not harm the ob¬ 
jector.” 

As to the stockholders who remained, they received the 
participation to which they were entitled under the plan. 
It is not perceived how they could be injured by the pur¬ 
chase of preferred stock by the interveners from others. 
These sentences in the opinion do not represent the 
basis of the Commission’s decision which was grounded 
upon the theory that there was a conflict between the 
interest of the interveners in purchasing preferred stock and 
the responsibilities of the interveners to all classes of stock 
subjecting the interveners to temptations to use their 
powers to assist them in the purchase of stock cheaply 
rather than for the benefit of all classes of stock. If there 
is any merit in the contention that an officer or director of 
a public utility holding company should not purchase stock 
of the company because if he did purchase stock he might 
be tempted to abuse his fiduciary powers, it manifestly 
furnishes no basis for an administrative decision upon the 
facts in this case, but only for the promulgation of a rule 
governing the future conduct of officers and directors. It is 
submitted that if the Supreme Court did not hold that /Bu t 
before transactions otherwise legal can be outlawed or 
denied their usual business consequences, they must fall 
under the ban of some standards of conduct prescribed by 
an agency of government authorized to prescribe such 
standards—either the courts, or Congress or an agency to 
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which Congress has delegated its authority”, (this Court 
should so hold. The findings do not sustain"tliV conclusion 
of the Commission for the reason, among others, that the 
standard of conduct announced by the Commission in its 
opinion in this case was not in effect when the transactions 
of the interveners took place. 



CONCLUSION 

This Court should set aside the order of the Commis¬ 
sion denying petitioner’s application and declaration for 
leave to submit to its stockholders the proposed amendment 
to the merger agreement. 

Respectfully submitted, 

Allen S. Hubbard, 
Attorney for Petitioner 

Hughes, Hubbard & Ewing 
One Wall Street 

New York, New York 
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APPENDIX OF STATUTES AND RULES 

Public Utility Holding Company Act of 1935 
49 Stat. 803, 15 U. S. C. Sec. 79 

Necessity for Control of Holding Companies 

Section 1. * * * 

(b) Upon the basis of facts disclosed by the reports 
of the Federal Trade Commission made pursuant to S. Res. 
83 (Seventieth Congress, first session), the reports of the 
Committee on Interstate and Foreign Commerce, House of 
Representatives, made pursuant to H. Res. 59 (Seventy- 
second Congress, first session) and H. J. Res. 572 (Seventy- 
second Congress, second session) and otherwise disclosed 
and ascertained, it is hereby declared that the national pub¬ 
lic interest, the interest of investors in the securities of hold¬ 
ing companies and their subsidiary companies and affiliates, 
and the interest of consumers of electric energy and natural 
and manufactured gas, are or may be adversely affected— 

(1) when such investors cannot obtain the informa¬ 
tion necessary to appraise the financial position or earn¬ 
ing power of the issuers, because of the absence of uni¬ 
form standard accounts; when such securities are issued 
without the approval or consent of the States having 
jurisdiction over subsidiary public-utility companies; 
when such securities are issued upon the basis of ficti¬ 
tious or unsound asset values having no fair relation 
to the sums invested in or the earning capacity of the 
properties and upon the basis of paper profits from 
intercompany transactions, or in anticipation of exces¬ 
sive revenues from subsidiary public-utility companies; 
when such securities are issued by a subsidiary public- 
utility company under circumstances which subject such 
company to the burden of supporting an overcapitalized 
structure and tend to prevent voluntary rate reductions; 
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(2) when subsidiary public-utility companies are 
subjected to excessive charges for services, construction 
work, equipment, and materials, or enter into transac¬ 
tions in which evils result from an absence of arm’s- 
length bargaining or from restraint of free and inde¬ 
pendent competition; when service, management, con¬ 
struction, and other contracts involve the allocation of 
charges among subsidiary public-utility companies in 
different States so as to present problems of regulation 
which cannot be dealt with effectively by the States; 

(3) when control of subsidiary public-utility com¬ 
panies affects the accounting practices and rate, divi¬ 
dend, and other policies of such companies so as to com¬ 
plicate and obstruct State regulation of such companies, 
or when control of such companies is exerted through 
disproportionately small investment; 

(4) when the growth and extension of holding com¬ 
panies bears no relation to economy of management and 
operation or the integration and coordination of related 
operating properties; or 

(5) when in any other respect there is lack of 
economy of management and operation of public-utility 
companies or lack of efficiency and adequacy of service 
rendered by such companies, or lack of effective public 
regulation, or lack of economies in the raising of capital. 

(c) When abuses of the character above enumerated 
becomes persistent and wide-spread the holding company 
becomes an agency which, unless regulated, is injurious to 
investors, consumers, and the general public; and it is 
hereby declared to be the policy of this title, in accordance 
with which policy all the provisions of this title shall be 
interpreted, to meet the problems and eliminate the evils as 
enumerated in this section, connected with public-utility 
holding companies which are engaged in interstate com- 
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merce or in activities which directly affect or burden inter¬ 
state commerce; and for the purpose of effectuating such 
policy to compel the simplification of public-utility holding- 
company systems and the elimination therefrom of proper¬ 
ties detrimental to the proper functioning of such systems, 
and to provide as sooif as practicable for the elimination of 
public-utility holding companies except as otherwise ex¬ 
pressly provided in this title. 

* * * 

Unlawful Security Transactions by Registered 
Holding and Subsidiary Companies 

Sec. 6. (a) Except in accordance with a declaration 
effective under section 7 and with the order under such 
section permitting such declaration to become effective, it 
shall be unlawful for any registered holding company or 
subsidiary company thereof, by use of the mails or any 
means or instrumentality of interstate commerce, or other¬ 
wise, directly or indirectly (1) to issue or sell any security 
of such company; or (2) to exercise any privilege or right 
to alter the priorities, preferences, voting power, or other 
rights of the holders of an outstanding security of such 
company. 

* * * 


Declarations by Registered Holding and Subsidiary 
Companies in Respect of Security Transactions 

Sec. 7. (a) A registered holding company or subsidiary 
company thereof may file a declaration with the Commis¬ 
sion, regarding any of the acts enumerated in subsection (a) 
of section 6, in such form as the Commission may by rules 
and regulations prescribe as necessary or appropriate in 
the public interest or for the protection of investors or con¬ 
sumers. Such declaration shall include— 
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(1) such of the information and documents which 
are required to be hied in order to register a security 
under section 7 of the Securities Act of 1933, as 
amended, as the Commission may by rules and regula¬ 
tions or order prescribe as necessary or appropriate in 
the public interest or for the protection of investors or 
consumers; and 

(2) such additional information, in such form and 
detail, and such documents regarding the declarant or 
any associate company thereof, the particular security 
and compliance with such State laws as may apply to 
the act in question as the Commission may by rules and 
regulations or order prescribe as necessary or appro¬ 
priate in the public interest or for the protection of in¬ 
vestors or consumers. 

(b) A declaration hied under this section shall become 
effective within such reasonable period of time after the 
filing thereof as the Commission shall hx by rules and regu¬ 
lations or order, unless the Commission prior to the expira¬ 
tion of such period shall have issued an order to the 
declarant to show cause why such declaration should be¬ 
come effective. Within a reasonable time after an oppor¬ 
tunity for hearing upon an order to show cause under this 
subsection, unless the declarant shall withdraw its declara¬ 
tion, the Commission shall enter an order either permitting 
such declaration to become effective as hied or amended, or 
refusing to permit such declaration to become effective. 
Amendments to a declaration may be made upon such terms 
and conditions as the Commission may prescribe. 

(c) The Commission shall not permit a declaration re¬ 
garding the issue or sale of a security to become effective 
unless it finds that— 

(1) such security is (A) a common stock having a 
par value and being without preference as to dividends 
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or distribution over, and having at least equal vot¬ 
ing rights with, any outstanding security of the 
declarant; 

* * * 

(d) If the requirements of subsections (c) and (g) 
are satisfied, the Commission shall permit a declaration re¬ 
garding the issue or sale of a security to become effective 
unless the Commission finds that— 

* * * 

(6) the terms and conditions of the issue or sale of 
the security are detrimental to the public interest or the 
interest of investors or consumers. 

(e) If the requirements of subsection (g) are satisfied, 
the Commission shall permit a declaration to become effec¬ 
tive regarding the exercise of a privilege or right to alter 
the priorities, preferences, voting power, or other rights of 
the holders of an outstanding security unless the Commis¬ 
sion finds that such exercise of such privilege or right will 
result in an unfair or inequitable distribution of voting 
power among holders of the securities of the declarant or 
is otherwise detrimental to the public interest or the interest 
of investors or consumers. 

(f) Any order permitting a declaration to become ef¬ 
fective may contain such terms and conditions as the Com¬ 
mission finds necessary to assure compliance with the con¬ 
ditions specified in this section. 

(g) If a State commission or State securities commis¬ 
sion, having jurisdiction over any of the acts enumerated in 
subsection (a) of section 6, shall inform the Commission, 
upon request by the Commission for an opinion or other¬ 
wise, that State laws applicable to the act in question have 
not been complied with, the Commission shall not permit a 
declaration regarding the act in question to become effective 
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until and unless the Commission is satisfied that such com¬ 
pliance has been effected. 

Simplification of Holding-Company Systems 

Sec. 11. (a) It shall be the duty of the Commission to 
examine the corporate structure of every registered hold¬ 
ing company and subsidiary company thereof, the relation¬ 
ships among the companies in the holding-company system 
of every such company and the character of the interests 
thereof and the properties owned or controlled thereby to 
determine the extent to which the corporate structure of 
such holding-company system and the companies therein 
may be simplified, unnecessary complexities therein elimi¬ 
nated, voting power fairly and equitably distributed among 
the holders of securities thereof, and the properties and 
business thereof confined to those necessary or appropriate 
to the operations of an integrated public-utility system. 

(b) It shall be the duty of the Commission, as soon as 
practicable after January 1, 1938: 

* * * 

(2) To require by order, after notice and oppor¬ 
tunity for hearing, that each registered holding com¬ 
pany, and each subsidiary company thereof, shall take 
such steps as the Commission shall find necessary to 
ensure that the corporate structure or continued exist¬ 
ence of any company in the holding-company system 
does not unduly or unnecessarily complicate the struc¬ 
ture, or unfairly or inequitably distribute voting power 
among security holders, of such holding-company sys¬ 
tem. In carrying out the provisions of this paragraph 
the Commission shall require each registered holding 
company (and any company in the same holding-com¬ 
pany system with such holding company) to take such 
action as the Commission shall find necessary in order 
that such holding company shall cease to be a holding 
company with respect to each of its subsidiary compa- 
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nies which itself has a subsidiary company which is a 
holding company. Except for the purpose of fairly 
and equitably distributing voting power among the se¬ 
curity holders of such company, nothing in this para¬ 
graph shall authorize the Commission to require any 
change in the corporate structure or existence of any 
company which is not holding company, or of any com¬ 
pany whose principal business is that of a public-utility 
company. 

The Commission may by order revoke or modify any order 
previously made under this subsection, if, after notice and 
opportunity for hearing, it finds that the conditions upon 
which the order was predicated do not exist. Any order 
made under this subsection shall be subject to judicial re¬ 
view as provided in section 24. 

(c) Any order under subsection (b) shall be complied 
with within one year from the date of such order; but the 
Commission shall, upon a showing (made before or after 
the entry of such order) that the applicant has been or will 
be unable in the exercise of due diligence to comply with 
such order within such time, extend such time for an addi¬ 
tional period not exceeding one year if it finds such exten¬ 
sion necessary or appropriate in the public interest or for 
the protection of investors or consumers. 

(d) The Commission may apply to a court, in accord¬ 
ance with the provisions of subsection (f) of section 18, 
to enforce compliance with any order issued under sub¬ 
section (b). In any such proceeding, the court as a court 
of equity may, to such extent as it deems necessary for pur¬ 
poses of enforcement of such order, take exclusive juris¬ 
diction and possession of the company or companies and the 
assets thereof, w’herever located: and the court shall have 
jurisdiction, in any such proceeding, to appoint a trustee, 
and the court may constitute and appoint the Commission 




Vlll 


as sole trustee, to hold or administer under the direction 
of the court the assets so possessed. In any proceeding tor 
the enforcement of an order of the Commission issued 
under subsection (b), the trustee with the approval of the 
court shall have power to dispose of any or all of such assets 
and, subject to such terms and conditions as the court may 
prescribe, may make such disposition in accordance with a 
fair and equitable reorganization plan which shall have been 
approved by the Commission after opportunity for hearing. 
Such reorganization plan may be proposed in the first in¬ 
stance by the Commission, or, subject to such rules and 
regulations as the Commission may deem necessary or 
appropriate in the public interest or for the protection of 
investors, by any person having a bona fide interest (as 
defined by the rules and regulations of the Commission) in 
the reorganization. 

(e) In accordance with such rules and regulations or 
order as the Commission may deem necessary or appropri¬ 
ate in the public interest or for the protection of investors 
or consumers, any registered holding company or any sub¬ 
sidiary company of a registered holding company may, at 
any time after January 1, 1936, submit a plan to the Com¬ 
mission for the divestment of control, securities, or other 
assets, or for other action by such company or any sub¬ 
sidiary company thereof for the purpose of enabling such 
company or any subsidiary company thereof to comply with 
the provisions of subsection (b). If, after notice and 
opportunity for hearing, the Commission shall find such 
plan, as submitted or as modified, necessary to effectuate 
the provisions of subsection (b) and fair and equitable to 
the persons affected by such plan, the Commission shall 
make an order approving such plan: and the Commission, 
at the request of the company, may apply to a court, in ac¬ 
cordance with the provisions of subsection (f) of section 
18, to enforce and carry out the terms and provision of such 
plan. If, upon any such application, the court, after notice 
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and opportunity for hearing, shall approve such plan as 
fair and equitable and as appropriate to effectuate the pro¬ 
visions of section 11, the court as a court of equity may, to 
such extent as it deems necessary for the purpose of carry¬ 
ing out the terms and provisions of such plan, take exclusive 
jurisdiction and possession of the company or companies 
and the assets thereof, wherever located; and the court 
shall have jurisdiction to appoint a trustee, and the court 
may constitute and appoint the Commission as sole trustee, 
to hold or administer, under the direction of the court and 
in accordance with the plan theretofore approved by the 
court and the Commission, the assets so possessed. 

* * * 

(g) It shall be unlawful for any person to solicit or 
permit the use of his or its name to solicit, by use of the 
mails or any means or instrumentality of interstate com¬ 
merce, or otherwise, any proxy, consent, authorization, 
power of attorney, deposit, or dissent in respect of any 
reorganization plan of a registered holding company or any 
subsidiary company thereof under this section, or other¬ 
wise, or in respect of any plan under this section for the 
divestment of control, securities, or other assets, or for 
the dissolution of any registered holding company or any 
subsidiary company thereof, unless— 

(1) the plan has been proposed by the Commission, 
or the plan and such information regarding it and its 
sponsors as the Commission may deem necessary or 
appropriate in the public interest or for the protection 
of investors or consumers has been submitted to the 
Commission by a person having a bona fide interest (as 
defined by the rules and regulations of the Commission) 
in such reorganization; 

(2) each such solicitation is accompanied or pre¬ 
ceded by a copy of a report on the plan which shall be 
made by the Commission after an opportunity for a 
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hearing on the plan and other plans submitted to it, or 
by an abstract of such report made or approved by the 
Commission; and 

(3) each such solicitation is made not in contraven¬ 
tion of such rules and regulations or orders as the Com¬ 
mission may deem necessary or appropriate in the public 
interest or for the protection of investors or consumers. 

Nothing in this subsection or the rules and regulations 
thereunder shall prevent any person from appearing before 
the Commission or any court through an attorney or proxy. 

* * * 

(e) It shall be unlawful for any person to solicit or to 
permit the use of his or its name to solicit, by use of the 
mails or anv means or instrumentalitv of interstate com- 
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merce, or otherwise, any proxy, power of attorney, consent, 
or authorization regarding anv security of a registered 
holding company or a subsidiary company thereof in con¬ 
travention of such rules and regulations or orders as the 
Commission deems necessary or appropriate in the public 
interest or for the protection of investors or consumers or 
to prevent the circumvention of the provisions of this title 
or the rules, regulations, or orders thereunder. 

Officers, Directors, and Other Affiliates 

Sec. 17. (a) Every person who is an officer or director 
of a registered holding company shall file with the Commis¬ 
sion in such form as the Commission shall prescribe (1) at 
the time of the registration of such holding company, or 
within ten days after such person becomes an officer or 
director, a statement of the securities of such registered 
holding company or any subsidiary company thereof of 
which he is, directly or indirectly, the beneficial owner, and 
(2) within ten days after the close of each calendar month 
thereafter, if there has been any change in such ownership 
during such month, a statement of such ownerships as of the 
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close of such calendar month and of the changes in such 
ownership that have occurred during such calendar month. 

(b) For the purpose of preventing the unfair use of in¬ 
formation which may have been obtained by any such 
officer or director by reason of his relationship to such 
registered holding company or any subsidiary company 
thereof, any profit realized by any such officer or director 
from any purchase and sale, or any sale and purchase, of 
any security of such registered holding company or any 
subsidiary company thereof within any period of less than 
six months, unless such security was acquired in good faith 
in connection with a debt previously contracted, shall inure 
to and be recoverable by the holding company or subsidiary 
company in respect of the security of which such profit was 
realized, irrespective of any intention on the part of such 
officer or director in entering into such transaction to hold 
the security purchased or not to repurchase the security sold 
for a period of more than six months. Suit to recover such 
profit may be instituted at law or in equity in any court of 
competent jurisdiction by the company entitled thereto or 
by the owner of any security of such company in the name 
and in the behalf of such company if such company shall 
fail or refuse to bring such suit within sixty days after 
request or shall fail diligently to prosecute the same there¬ 
after : but no such suit shall be brought more than two years 
after the date such profit was realized. This subsection 
shall not cover any transaction where such person was not 
an officer or director at the times of the purchase and 
sale, or the sale and purchase, of the security involved, or 
any transaction or transactions which the Commission by 
rules and regulations may, as necessary or appropriate in 
the public interest or for the protection of investors or 
consumers, exempt as not comprehended within the pur¬ 
pose of this subsection. Nothing in this subsection shall 
be construed to give a remedy in the case of any transaction 
in respect of which a remedy is given under subsection (b) 
of section 16 of the Securities Exchange Act of 1934. 
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Rules, Regulations, and Orders 

Sec. 20. (a) The Commission shall have authority 
from time to time to make, issue, amend, and rescind such 
rules and regulations and such orders as it may deem neces¬ 
sary or appropriate to carry out the provisions of this title, 
including rules and regulations defining accounting, techni¬ 
cal, and trade terms used in this title. Among other things, 
the Commission shall have authority, for the purposes of 
this title, to prescribe the form or forms in which informa¬ 
tion required in any statement, declaration, application, re¬ 
port. or other document filed with the Commission shall be 
set forth, the items or details to be shown in balance sheets, 
profit and loss statements, and surplus accounts, the man¬ 
ner in which the cost of all assets, whenever determinable, 
shall be shown in regard to such statements, declarations, 
applications, reports, and other documents filed with the 
Commission, or accounts required to be kept by the rules, 
regulations, or orders of the Commission, and the methods 
to be followed in the keeping of accounts and cost-account¬ 
ing procedures and the preparation of reports, in the segre¬ 
gation and allocation of costs, in the determination of liabili¬ 
ties, in the determination of depreciation and depletion, in 
the differentiation of recurring and* nonrecurring income, 
in the differentiation of investment and operating income, 
and in the keeping or preparation, where the Commission 
deems it necessary or appropriate, of separate or consoli¬ 
dated balance sheets or profit and loss statements for any 
companies in the same holding-company system. 

★ * * 

(d) * * * No provision of this title imposing any lia¬ 
bility shall apply to any act done or omitted in good faith in 
conformity with any rule, regulation, or order of the Com¬ 
mission. notwithstanding that such rule, regulation, or 
order may, after such act or omission, be amended or re¬ 
scinded or be determined by judicial or other authority to 
be invalid for any reason. 
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Rules of the Commission in Effect June 1, 1938, Code 

of Federal Regulations, Title 17, p. 1084, Et Seq. 

. 250.0-4. Reservation of constitutional or legal ri?hts. 

(a) Any person filing, signing, or certifying to, any noti¬ 
fication, statement, application, declaration, report, or other 
document pursuant to the Act, the rules and regulations, or 
any order of the Commission under the Act or the rules 
and regulations in this part, may include therein in behalf 
of such person or of any other person affected thereby an 
express reservation of, and refusal to waive, any consti¬ 
tutional or legal rights. If the reservation or refusal to 
waive asserted by or on behalf of any such person or per¬ 
sons shall be held invalid or inoperative by any court of 
competent jurisdiction, such filing, signing, or certifying 
may, at the option of any such person or persons, be deemed 
to have been void and of no effect from any date specified 
in written notice given to the Commission, by or in behalf 
of such person or persons, except that the validity of trans¬ 
actions which otherwise might be impaired by reason of 
the voidance and ineffectiveness of such filing, signing or 
certifying, shall not be effected thereby. 

(b) The acceptance of any order, rule, or regulation, 
or the compliance with any provision of the Act, of the 
rules and regulations, or of any order or direction of the 
Commission shall not be deemed a waiver of any constitu¬ 
tional or legal rights. [Rule U-4] 

* * * 

250.12e-4. Applications for reports on plans, (a) 

Any person having a bona fide interest (as defined by 
§250.12e-l) in a reorganization of a registered holding com¬ 
pany or a subsidiary of such a company may apply to the 
Commission for a report on a reorganization plan for such 
company which such person has submitted to the Commis¬ 
sion in writing. Any number of persons may join in such 
an application. Every such application shall comply with 
the provisions of §250.0-2 as to number of copies, form and 
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execution. In addition to giving the name and address of 
each applicant for such report, every such application shall 
set forth the name and address of the person to whom the 
Commission should address correspondence with respect to 
such application; the name and address of the company to 
be reorganized; and the nature of the bona fide interest of 
each applicant in the proposed reorganization. A copy of 
the plan and of the reorganization agreement (if any) 
should be attached as exhibits. Insofar as applicable to the 
situation, each such application should also contain— 

(1) A description of any proceedings before a court 
or other governmental body in connection with such reor¬ 
ganization, giving the date when such proceedings were 
instituted and describing briefly the history and present 
status thereof; 

(2) (i) Financial statements of the company and its 
subsidiaries as of the most recent date available, 

(ii) Earnings and surplus statements of the company 
and its subsidiaries as shown by their books for the 5 fiscal 
years next preceding the date of the application, 

(iii) Pro forma balance sheets and earnings statements 
giving effect to the proposed transactions and to any adjust¬ 
ments proposed to be made in the accounts of the reorgan¬ 
ized company; 

(3) A brief description of the classes, amounts and 
rights of the owners of securities and of any substantial un¬ 
disputed claims against such company, and of all changes in 
such rights to be effected by such plan; 

(4) A statement as to the nature of any substantial 
presently existing claims or actions (i) against the com¬ 
pany and (ii) on behalf of the company or the holders of 
its securities against any other person, (other than those 
referred to in paragraph (3)), and as to the results of any 
investigations made by or for the applicants and of any 
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significant investigations by courts, trustees, State commis¬ 
sions, or other bodies or persons that are available tc appli¬ 
cants concerning the existence and validity of such claims, 
and the recommendations of the applicants with respect to 
the appropriate action to be taken in connection therewith; 

(5) A statement of the nature and results of any im¬ 
portant investigations made by or for the applicants as to 
the recent or present condition, adequacy or efficiency of the 
properties, operations, rates, management, accounting prac¬ 
tices, depreciation, financial and other policies of such com¬ 
pany and its subsidiaries; a statement of any important 
changes in such respects that are expected to result from 
or to follow the proposed reorganization; and a citation of 
any important public or private reports on any such mat¬ 
ters that are known by the applicants to have been made 
within 5 years prior to the filing of the application; 

(6) A statement of the reasons why the present is 
deemed to be an appropriate time to effect the proposed re¬ 
organization ; 

(7) A statement as to the history of the formulation 
and negotiation of the plan and the reasons why the appli¬ 
cants deed it to be fair and equitable, including a statement 
as to the estimates of future earnings and requirements of 
further capital for improvements, extensions and other cor¬ 
porate purposes that were used in formulating the plan; the 
reasons for selecting the types of new securities to be issued 
and the consideration that has been given to the require¬ 
ments of paragraphs (c) and (d) of section 7 (49 Stat 
815, 816; 15 U. S. C., Sup., 79g (c), (d)); the principles 
on which such securities were allocated among the owners 
of outstanding securities and claims; and the extent to 
which such plan wall effect or aid in the ultimate simplifi¬ 
cation of the corporate structure of the holding company 
system of which such company is a member and in carry¬ 
ing out the other purposes of section 11 (b) (49 Stat. 820; 
15 U. S. G, Sup., 79k (b»; 
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(8) A comprehensive statement giving the names and 
addresses of all persons (including, in the case of a com¬ 
pany plan, the oliicers and directors of such company) who 
were primarily responsible for the preparation and negotia¬ 
tion of the plan and the class of securities or claims repre¬ 
sented by each, the names and addresses of the persons at 
whose request or on whose behalf each such negotiator 
was acting and the names of their important legal, account¬ 
ing, engineering and financial advisers, all important rela¬ 
tions now existing or which have existed within 5 years 
prior to the date of such application between all such per¬ 
sons and the company to which the plan relates, every sub¬ 
sidiary thereof and every company of which it is a sub¬ 
sidiary, whether as officers, directors, underwriters or 
otherwise (if any such person does not purport to be an 
independent representative of a single class of securities or 
claims, a general statement of his position and relationships 
may be substituted for the data above specified in this sub- 
paragraph) ; the amounts of each class of securities of and 
claims against each such company that were beneficially 
owned by each such person as of a date not more than 20 
days prior to the filing of the application, and a list, by 
individuals, giving the applicant’s best information as to all 
purchases and all sales of such securities, within a period of 
3 years prior to the filing of the application, in which any 
such person had a beneficial interest, the prices at which 
each such purchase and sale was made and a statement as 
to the nature of the investigations made in connection with 
the preparation of such list and the basis for the informa¬ 
tion therein contained: 

(9) A statement as to the amounts that each person 
described in subparagraph (8) (including attorneys and 
other principal advisers) have already received as compen¬ 
sation and expenses for their services in connection with 
such reorganization and solicitation; the principles or bases 
on which further compensation of such persons will be 
determined, including, in so far as practicable, the rates 
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per hour or per day that will be charged or requested for 
the services of such persons and the respective classes of 
their employees, together with estimates of the maximum 
amount of time such respective classes of service wall con¬ 
sume; the sources from which such compensation has been, 
and such further compensation is to be received; a state¬ 
ment of any agreements or understandings between firms 
of attorneys, accountants or other experts with respect to 
division of their respective fees; a statement as to whether 
the amounts of any further compensation are to be subject 
to determination or review bv anv court, governmental 
agency or independent person; and a statement of all agree¬ 
ments, understandings, or arrangements that have been 
entered into by or with any such person, his attorneys or 
other principal advisers with respect to future employment, 
underwritings and similar matters: Provided, That in the 
case of a plan of reorganization to be submitted by a com¬ 
pany to its security holders, which is not proposed in con¬ 
nection with or in anticipation of any court proceeding, esti¬ 
mates in reasonable detail, showing the aggregate fees and 
expenses to be incurred in connection with such plan may 
be substituted in lieu of the above information; 

(10) The names and addresses of any committees and 
any holders of substantial amounts of securities or claims 
who have indicated opposition to the proposed plan; 

(11) A statement as to the willingness of the appli¬ 
cants to mail notice of the Commission’s public hearing on 
the application to the holders of securities and claims af¬ 
fected by the plan, and as to the access of the applicants to 
lists of holders of any such securities payable to bearer; 
and 

(12) Such other and further information as the Com¬ 
mission may require to be supplied by amendment. Attach 
as an exhibit an opinion of counsel stating whether any 
courts. State commissions or other governmental bodies are 
required to pass upon the transactions to be carried out 
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pursuant to the proposed plan, giving the status of any pro¬ 
ceedings then pending before any such bodies and expres¬ 
sing an opinion as to whether, upon the taking of specified 
further steps, the plan will become binding upon owners of 
securities of and claims against the company, who do not 
consent thereto. Such opinion shall cite the relevant con¬ 
stitutional, statutory and charter provisions and the con¬ 
trolling court decisions, if any, with respect to the juris¬ 
diction of such bodies and with respect to the conditions 
upon which the plan will become binding upon the owners 
of securities of and claims against the company who do not 
consent thereto. 

(b) Any such application for a report on a reorganiza¬ 
tion plan may include as a part thereof such additional 
statements as are required by § 250.12e-5 for a declaration 
by the applicants in respect of a solicitation of proxies, con¬ 
sents, dissents or requests for the deposit of securities, in 
connection with such plan and every application containing 
such statements shall be deemed to constitute both an appli¬ 
cation under this section and a declaration under said 
§ 250.12e-5. 

[Rule U-12E-4, effective July 26, 1937, 2 F. R. 1342] 
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BRIEF FOR RESPONDENT 
SECURITIES AND EXCHANGE COMMISSION 


INTRODUCTORY STATEMENT 

These are proceedings, consolidated by this Court for 
hearing and determination, which arise from two petitions 
filed respectively by Chenery Corporation, et al. (R. 2) and 
Federal Water and Gas Corporation (R. 14) under Section 
24(a) of the Public Utility Holding Company Act of 1935 
(Act of August 26, 1935, 49 Stat. 803, 15 U.S.C. §79, et 
seq.), to review the order of the Commission entered Febru¬ 
ary 7, 1945, in Matter of Federal Water Service Corpora¬ 
tion, et al., S.E.C. , Holding Company Act Release 

No. 5584 (R. 169). 1 The Commission’s order denied an 
application by Federal Water to amend the plan of reorgan¬ 
ization of its predecessor, Federal Water Service Corpora¬ 
tion, which had been approved by order of the Commission 
entered September 24,1941 (R. 118). Federal Water Serv¬ 
ice Corporation, et al., 10 S.E.C. 200. The application to 
amend the plan was designed to allow the issuance of new 
common stock of Federal Water for distribution to Fed¬ 
eral’s management, 2 pari passu with public investors in re- 


1 The term “petitioners” is used in referring collectively 

to common arguments of petitioners Chenery Corporation, et 
al. (No. 8977) and petitioner Federal Water & Gas Corpora¬ 
tion (No. 8978); references to petitioners Chenery Corpora¬ 
tion, et al., alone are by the terms “management” and “Fed¬ 
eral’s management”; Federal Water Service Corporation (the 
original corporation in the Commission’s proceeding) is called 
“Federal”; petitioner Federal Water & Gas Corporation (the 
corporation resulting from the merger approved by the Com¬ 
mission’s prior order) is called “Federal Water.” Page refer¬ 
ences to the briefs of the petitioners are by the abbreviations 
“Ch. Br.-” and “Fed. Br.-.” 

2 The term “Federal’s management” refers to officers and 
directors of Federal, of certain of its subsidiaries, of its cor¬ 
porate parent, Utility Operators Company, and also includes 
Chenery Corporation, the personal holding company of Fed- 
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spect of shares of Federal's preferred stock acquired by the 
management during the years 1937-1940 while it was en¬ 
gaged in proposing successive plans of reorganization for 
the approval of the Commission. 

The background of the Commission’s order denying 
this application to amend the plan of reorganization is as 
follows: On March 30, 1940, Federal’s management filed 
with the Commission a plan of reorganization (R. 136-37). 
This plan provided, inter cdia, for the same equal treatment 
of the preferred stock acquired by the management during 
the course of the reorganization that was intended to be 
achieved by the present application to amend. In an opinion 
issued March 24, 1941, the Commission disapproved this 
provision of the original plan for the reason, among others, 
that it was unfair and inequitable and detrimental to the 
interests of investors (R. 129). Federal Water Service 
Corporation , 8 S.E.C. 893, 915-21. Thereafter the plan was 
modified to provide that the preferred shares acquired by 
Federal's management during the reorganization period 
should be surrendered to the reorganized company (Federal 
Water) for cash in the amount of their cost plus 4 percent 
interest thereon from the date of purchase to the date of 
consummation of the plan. Over the objection of Federal’s 
management (who intervened in the Commission’s proceed¬ 
ing to protect their personal interests), the Commission, by 
order dated September 24, 1941, approved the plan as 
modified (R. 129). Federal Water Service Corporation, 
et al., 10 S.E.C. 200. 

Upon petition for review filed in this Court by Federal’s 
management, the Commission’s decision on this feature of 
the plan was reversed. Chenery Corporation, et al. v. S.E.C., 
75 U. S. App. D. C. 374, 128 F. 2d 303 (1942), Miller, J., 
dissenting. On writ of certiorari issued on the petition of 
the Commission, the United States Supreme Court modified 

oral's president, C. T. Chenery. They intervened in the Com¬ 
mission’s proceeding in 1941, prior to approval of the plan of 
reorganization referred to above (R. 97). 
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the decision of this Court and remanded the case to this 
Court with directions to remand it to the Commission for 
such further proceedings, not inconsistent with the Supreme 
Court’s opinion, as might be appropriate (R. 98, 111). 
S. E. C. v. Chenery Corporation , et al., 318 U.S. 80 (1943). 
Thereupon this Court set aside the Commission’s order of 
September 24, 1941, and remanded the case to the Commis¬ 
sion (R. 117). Meanwhile, the plan of reorganization had 
been completely consummated except as to the participation 
of the management with respect to the stock in question 
(R. 124,126). 

In filing with the Commission the application to amend 
the plan of reorganization, Federal Water was, in sub¬ 
stance, presenting to the Commission its views as to what 
action the Commission should take in view of the opinion of 
the United States Supreme Court in the Chenery case (R. 
124-26). In Federal Water’s view the Commission had no 
alternative but to approve the application as presented. The 
interested members of Federal’s management joined with 
Federal Water in moving that the proposed amendment be 
approved (R. 127). Upon notice and order for hearing the 
Commission heard oral argument and considered briefs 
which were filed (R. 129). 

On April 17, 1944, the Commission issued an order 
denying the present application to amend the plan, on the 
basis of findings and opinion simultaneously issued (R. 
130). Upon objections thereto the Commission decided to 
reopen the proceedings for further argument and afterward 
withdrew the findings and opinion of April 17, 1944 (R. 
130). In substitution therefor the Commission has issued 
its findings, opinion and order of February 7, 1945, the 
subject of the present petitions for review (R. 128) . 3 

3 Since this case is properly before this Court on the peti¬ 
tion of the members of the management who are interested 
in setting aside the Commission’s order, we merely note, but 
do not argue, the question whether Federal Water has stand¬ 
ing to file a petition for review as a “person or party ag¬ 
grieved” by the Commission’s order, within the meaning of 
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The factual record supporting the Commission’s pres¬ 
ent order is reviewed in the findings of fact and opinion 
accompanying the order (R. 128-69). The facts of the case 
have heretofore been recited in the opinions of this Court 
and the Supreme Court in the Chenery case, and they are 
summarized in the statements of the case which form part 
of the briefs of petitioners Chenery Corporation, et ah, and 
Federal Water. While these statements of the case are col¬ 
ored by argumentative presentation, we shall not burden 
the Court by restating the facts again here. To the extent 
that our argument is concerned with refutation of peti¬ 
tioners’ contention that the Commission’s order is not sup¬ 
ported by facts in the record, they will be found in that 
portion of this brief which deals with that contention (infra, 
Point II). 


SUMMARY OF ARGUMENT 

I. The Commission’s order is fully authorized by the 
mandate of the Supreme Court in 5. E. C. v. Chenery Cor¬ 
poration, et al., 318 U.S. 80. Petitioners’ argument to the 
contrary is based upon a partial reading of the Supreme 
Court’s opinion. Read as a whole, the Supreme Court’s 
opinion merely held that the Commission’s previous order 
was not supported by the equity precedents on which the 
Commission had relied and that the Commission’s deter¬ 
mination could not be sustained as an exercise of adminis¬ 
trative judgment because the Commission’s opinion did not 


Section 24(a) of the Holding Company Act. See American 

Power & Light Company v. S. E. C., -U.S.-, 89 L. Ed. 

(Adv. Opn.) 1179 (June 4, 1945). Federal Water’s financial 
interest would be advanced by sustaining rather than upset¬ 
ting the order. In the previous review proceedings Federal 
Water intervened, but did not petition for review. The dif¬ 
ference between that case and the present one is that our pre¬ 
vious order approved a plan submitted by Federal with amend¬ 
ments to conform to the Commission’s views; here the order 
under review disapproved Federal Water’s proposed amend¬ 
ment to the otherwise completely consummated plan. 
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set forth the findings and considerations which would jus¬ 
tify its order as an appropriate safeguard for the interests 
protected by the Act. The Court did not hold intrinsically 
unsound the argument presented in the Commission’s brief 
for upholding the Commission’s order as an exercise of 
administrative judgment. It deemed this argument inap¬ 
plicable because not consistent with its understanding of 
the Commission’s opinion. References in the Supreme 
Court’s opinion to the Commission’s power to deal by a 
general rule with the problem of management trading 
during a reorganization under the Act, are in their context 
found to be merely illustrative. Other language in the 
opinion, wholly ignored by petitioners, clearly shows that 
the Court did not intend to prohibit the Commission from 
developing an applicable standard of conduct on a case-by¬ 
case basis. 

Our interpretation of the meaning of the Supreme 
Court’s mandate and opinion is further supported by a 
study of the language of the mandate itself, in comparison 
with the previous opinion and order of this Court; by the 
nature of the prior Supreme Court decisions cited in the 
majority opinion in the Chenery case; by the dissenting 
opinion in the Chenery case; and by the understanding of 
the meaning of the Chenery case expressed by Justices of 
the Supreme Court and judges of lower courts in subsequent 
cases. 

II. The Commission’s present order is fully supported 
by substantial evidence in the record, as recited in the Com¬ 
mission’s findings and opinion. The Commission, as an ad¬ 
ministrative agency expert in problems of reorganization 
under the Holding Company Act and other statutes, was 
fully entitled to resort to its administrative experience in 
interpreting the facts of this case and in drawing its con¬ 
clusions about those facts. Petitioners’ argument that the 
Commission was not permitted to integrate its special expe¬ 
rience with the evidence and their assertion that this Court 
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should substitute a different judgment and experience for 
that of the Commission in its present findings and opinion, 
are contrary to well-settled principles of judicial review of 
administrative decisions enunciated in numerous decisions 
cf the Supreme Court. Those decisions hold that courts will 
not undertake to substitute their judgment for that of the 
agency unless there is no rational basis for the agency’s de¬ 
termination. In this case the Commission’s findings and 
opinion exhibit a firm rational foundation for the Commis¬ 
sion’s order. 

Having concluded that the preferred stock acquired by 
.Federal’s management during the course of the reorganiza¬ 
tion was not entitled to a parity of treatment with the hold¬ 
ings of public security holders, the Commission decided that 
the appropriate remedy was to limit the management to 
cost plus 4% interest. While we do not understand this 
choice of remedy to be in dispute, here, again, well-settled 
principles of judicial review of administrative decisions 
fully justify this Court in upholding the Commission’s order 
as a rational judgment having proper analogue in the rem¬ 
edy provided by Congress for handling the comparable prob¬ 
lems dealt with in Section 17(b) of the Holding Company 
Act, Section 16(b) of the Securities Exchange Act, and 
Section 212 of Chapter X. 

III. The Commission’s present order was not improp¬ 
erly retroactive. Petitioners’ argument to the contrary is 
an oblique attack upon the meaning of the Supreme Court’s 
mandate and opinion in the Chenery case which fully au¬ 
thorized the Commission to reach the result it has reached 
upon a clear and explicit statement of the administrative 
reasons justifying that result as a means of safeguarding 
the interests protected by the Holding Company Act. As 
courts and legislatures have long perceived, standards of 
conduct for fiduciaries may properly be established on a 
case-by-case basis in which liability is necessarily deter¬ 
mined after the event. Any other procedure would place 
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a premium on new methods of evading previously announced 
standards. The Supreme Court has been highly cognizant 
of the need for administrative agencies to deal on a case-by¬ 
case basis with novel and complex problems. It has also 
recognized that where some element of retroactivity may be 
inherent in the effective administration of a statute, it is 
necessary to balance the considerations which may make 
retroactivity the lesser evil. Here the Commission’s order 
merely denies to petitioners a hoped-for profit on their in¬ 
vestment, a result which is necessary if the plan of reor¬ 
ganization is to be affirmatively found fair and equitable 
and not detrimental to the interests of investors, as re¬ 
quired by the Act. 

ARGUMENT 

I. THE MANDATE OF THE SUPREME COURT IN THE 
CHENERY CASE AUTHORIZED THE COMMIS¬ 
SION TO REAFFIRM ITS PRIOR ORDER, IN THE 
EVENT IT SHOULD FIND SUCH ACTION AP¬ 
PROPRIATE ON THE BASIS OF THE COMMIS¬ 
SION’S SPECIAL EXPERIENCE. 

Petitioners’ chief contention is that the Commission’s 
determination to reaffirm its prior order holding fair and 
equitable a plan limiting Federal’s management to cost plus 
4 percent interest on preferred stock acquired during Fed¬ 
eral’s reorganization under the Holding Company Act 
failed to comply with the mandate of the Supreme Court in 
the Chenery case (Ch. Br. 23; Fed. Br. 18). That mandate 
required this Court to remand the Commission’s prior order 
“to the Commission for such further proceedings, not in¬ 
consistent with this opinion, as may be appropriate” (R. 
Ill). The first question before this Court, therefore, is the 
meaning of the Supreme Court’s mandate — a question 
which all agree must be answered in the light of the Supreme 
Court’s opinion. 
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Petitioners apparently contend that the Supreme 
Court’s opinion declares only that the judicial precedents 
upon which the Commission had previously relied did not 
condemn the management’s purchases; that Congress itself 
did not proscribe them; and that the Commission had not 
promulgated or prescribed new general standards of con¬ 
duct under the rule-making powers delegated by Section 
11(e) of the Holding Company Act. From this language 
petitioners deduce that the proposed amendment to the plan, 
which would permit Federal’s management to participate 
in the plan on the same basis as other preferred stockhold¬ 
ers, complies with the standards of the Holding Company 
Act, and that the Commission’s contrary finding involves 
new standards which cannot be applied retroactively to the 
transactions in question. Their conclusion is that the man¬ 
date left the Commission no recourse but to reverse its 
prior order. 

It is the Commission’s position that petitioners have 
taken isolated paragraphs, phrases, and words in the Su¬ 
preme Court’s opinion out of their context to reach this 
result and that such a result is completely unsupportable 
if the Supreme Court’s opinion is to be properly read — 
as a whole, and with due regard for the precise question 
which was presented to and decided by that Court. That 
question was whether the Commission’s order approving 
a plan which limited Federal’s management to cost plus 
4 percent interest on the preferred stock acquired by the 
management during the course of the reorganization could 
be upheld (a) upon the basis of equitable principles derived 
from judicial decisions, as set forth in the Commission’s 
opinion, or (b) upon considerations of administrative judg¬ 
ment reflecting the Commission’s experience in effectuating 
the legislative policies of the Holding Company Act, as 
urged in the Commission’s briefs and argument but not 
stated in its opinion. In our view the Court decided only 
that the Commission’s order “plainly cannot stand” on the 
basis of equity decisions, and that it could not be sustained 
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as an exercise of administrative judgment because the Com¬ 
mission’s opinion did not set forth the findings and consid¬ 
erations which would justify its order as an appropriate 
safeguard for the interests protected by the Act (R. 110-11). 

From this reading of the Supreme Court’s opinion and 
mandate the Commission has concluded that (R. 130) : 

. . we are directed to reexamine the case to de¬ 
cide on the facts, viewed in the light of that conclu¬ 
sion of the Court, whether our special experience in ad¬ 
ministering the legislative policy of the Act indicates 
a necessity for reaffirming our previous determination 
or whether, instead, our earlier ruling should be mod¬ 
ified.” 

To demonstrate the soundness of the Commission’s 
analysis of the Supreme Court’s opinion in the Chenery 
case, and the error of petitioners’ reliance on fragmentary 
quotations, we shall first turn to additional material in the 
opinion itself (R. 98-111). We shall then point to further 
illumination of the meaning of the Court’s opinion w T hich' is 
furnished by the opinion of the dissenting Justices in the 
Chenery case, and by the references which have been made 
to the Court’s opinion in subsequent opinions in the Su¬ 
preme Court and lower courts. 

(a) The Text of the Supreme Court's Opinion Permits the 
Res'idt Reached by the Commission. 

Pursuing the actual sequence of the Court’s opinion, 
we perceive that the Court first dealt with and rejected the 
assigned basis of the Commission’s prior opinion, which w’as, 
in the Court’s view, that the Commission had relied entirely 
upon equity precedents. This part of the Court’s opinion 
immediately follows its recitation of the facts and applicable 
statutory provisions and concludes with the Court’s state¬ 
ment “that the Commission was in error in deeming its 
action controlled by established judicial principles” (R. 102- 
1061. Between these two points are to be found the Court’s 
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agreement with the Commission’s view that Federal’s man¬ 
agers were fiduciaries (R. 102 ) ; its queries as to the nature 
and scope of the management’s fiduciary obligations (R. 

102) : its scrutiny of the Commission’s findings and empha¬ 
sis upon what it considered to be concessions of the Com¬ 
mission with respect to the fairness and good faith of the 
management in the preferred stock purchases (R. 102- 

103) ; 4 and its conclusion that “Some technical rule of law 
must have moved the Commission to single out the respond¬ 
ents and deny their preferred stock the right to participate 
equally in the reorganization. To ascertain the precise basis 
of its determination,” the Court pointed out, “we must look 
to the Commission’s opinion” (R. 103). Examining that 
document the Court observed that the Commission had 
“stated that it was merely applying ‘the broad equitable 
p rinciples enunciated’ ” in certain cited cases. Accordingly, 
the Court laid down the premise that (R. 104) : 

“. . . Since the decision of the Commission was ex- 
' plicitly based upon the applicability of principles of 
equity announced by courts, its validity must likewise 
be judged on that basis. The grounds upon which an 
administrative order must he judged are those upon 
which the record discloses that its action was based. ,y 
(Italics supplied.) 

Deeming the judicial review of an administrative or¬ 
der to be different from review of a lower court’s judgment, 
the Court held that it could not apply in this context the 
general rule that a decision will be upheld if the result is 
correct even though the reason therefor is wrong, and that, 
instead— 

“If an order is valid only as a determination of policy 
or judgment which the agency alone is authorized to 
make and which it has not made, a judicial judgment 
cannot be made to do service for an administrative 
judgment.” (R. 104) 

4 In its present opinion the Commission has explained that 
these concessions were for the purpose of argument and did 
not constitute a finding by the Commission (R. 164, note 28). 
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The Court then proceeded to consider the cases upon which 
the Commission had relied for the equitable principles which 
it applied and held that (R. 105) — 

“If, therefore, the rule applied by the Commission is 
to be judged solely on the basis of its adherence to prin¬ 
ciples of equity derived from judicial decisions, its 
order plainly cannot stand . . . The cases upon which 
the Commission relied do not establish principles of 
law and equity which in themselves are sufficient to 
sustain its order.” (Italics supplied.) 

The next point made by the Court was that the Com¬ 
mission had been mistaken in considering itself “bound by 
settled judicial precedents” in applying the “fair and equi¬ 
table” standard of the Holding Company Act. That stand¬ 
ard was not “static”; it was certain that Congress (R. 105- 
106) — 

“. . . did not mean to preclude the formulation by the 
Commission of standards expressing a more sensitive 
regard for what is right and what is wrong than those 
prevalent at the time the Public Holding Company Act 
of 1935 became law.” 

Then, summing up its whole discussion up to that point 
(R. 106), the Court observed that the Commission “did not 
in this case proffer new standards reflecting the experience 
gained by it in effectuating the legislative policy.” Instead, 
the Commission “professed to decide the case before it ac¬ 
cording to settled judicial doctrines.” Accordingly, the Court 
held, the Commission’s action must be measured by the 
standards which the Commission itself invoked. And judged 
“by those standards ... we must conclude that the Com¬ 
mission was in error in deeming its action controlled by 
established judicial principles.” (Italics supplied.) 

The second large branch of the Court’s opinion dealt 
with the administrative considerations, on the basis of 
which the Commission “urges here that the order should 
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nevertheless be sustained’ 7 (R. 106-10) . 5 6 These administra¬ 
tive considerations, as urged by the Commission, dealt with 
the effect of management trading upon the reorganization 
process and the strategic position enjoyed by management 
in reorganization proceedings under the Holding Company 
Act. Viewed in the light of the Commission’s experience in 
dealing with corporate reorganizations generally and under 
the Act, the Commission had argued that these considera¬ 
tions gave support to the Commission’s order as one “pecu¬ 
liarly within the Commission’s special administrative com¬ 
petence” (R. 106). Examining Sections 7(d) (6),7(e) and 
life) of the Holding Company Act in the light of their 
legislative history, the Court concluded that these provi¬ 
sions “were meant to confer upon the Commission broad 
powers for the protection of the public, ... to give to in¬ 
vestors and consumers full protection against the deleteri¬ 
ous practices which have characterized certain holding- 
company finance in the past” and, through “Commission 
approval of reorganization plans and supervision of the 
conditions under w’hich such plans are prepared,” to “make 
it impossible for a group of favored insiders to continue 
their domination over inarticulate and helpless minorities, 
or even as is often the case, majorities” (R. 107). The 
Court held that the legislative history of these provisions of 
the Holding Company Act, “reflecting the range of public 
interest committed to the care of the Commission,” made it 
improper to construe Sections 17(a) and (b) of the Act 
“as a limitation upon the power of the Commission to deal 
with other situations in which officers and directors have 
failed to measure up to the standards of conduct imposed 
upon them by the Act” (R. 107-08) . G 

5 As the Court observed, this argument was presented in 
the Commission’s brief and orally before the Court, but was 
not treated in the Commission’s original opinion then under 
review (R. 106, 108). 

6 Sections 17(a) and (b) of the Act w^ere explained by 
the Court as requiring officers and directors of a registered 
holding company to file statements of their security holdings 
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Having thus reviewed and sustained the Commission’s 
power in the administration of the Holding Company Act 
to correct reorganization abuses of the kind exemplified in 
this case, the Court pointed to a weakness in the Commis¬ 
sion’s arguments (R. 108). The Court did nbt, however, 


in the company and as providing that profits made from deal¬ 
ing in such securities within any period of less than six months 
shall inure to the benefit of the company. The Court was here 
addressing itself to that part of this Court’s opinion which 
had viewed Section 17 as a limitation upon the Commission’s 
power in this field under the Holding Company Act (75 U.S. 
App. D.C. 374, 379, 381-82). 

Federal Water makes a lengthy review of the provisions 
of the Act (Fed. Br. 20-23) and of excerpts from the legis¬ 
lative history of Sections 7, 11(b) (2) and 11(e) of the Act 
(Fed. Br. 23-28) in an effort to read Section 17 back into this 
case, despite the Supreme Court’s clear holding that this sec¬ 
tion is no limitation upon the Commission’s powers in this 
case. Petitioner’s device is (1) to argue from Section 7(g) 
that the plan must conform to state law (Fed. Br. 20, 25) and, 
from the absence of express provision to the contrary, that 
Section 11(e) has the same limitation (Fed. Br. 22-23) ; (2) 
to assert that under state law a corporation may not discrimi¬ 
nate between stockholders of the same class in a plan of re¬ 
organization (Fed. Br. 20) ; (3) to read the Supreme Court’s 
opinion as holding that Sections 7 and 11 (e) do not prescribe 
applicable standards which could be implemented by Commis¬ 
sion action, other than by rule (Fed. Br. 29) ; and (4) to con¬ 
clude from all this that, absent a pre-existing rule under Sec¬ 
tions 7 and 11 (e), the standards of Section 17 and those estab¬ 
lished by law with respect to the conduct of fiduciaries were 
the only ones applicable to Federal’s management (Fed. Br. 
29). This is the same argument that petitioners Chenery Cor¬ 
poration, et al., advanced in this Court and in the Supreme 
Court in the former case, and w T ith the exception of the point 
that the Commission might make a general rule on this sub¬ 
ject (concededly decided in the Chenery case), it is the posi¬ 
tion taken by this Court in its former opinion (see note 5, 
supra). Petitioner’s narrow reading of the Supreme Court’s 
opinion is answered in the text of this brief. The contention 
that a plan under Section 11(e) may not override state law 
is refuted by the authorities. (See Otis & Co. v. S. E. C., 323 
U.S. 624; In re Community Power & Light Co., 33 F. Supp. 
901, 914 (S.D.N.Y., 1940) ; cf. Neiv York Trust Co. v. S. E. C., 
131 F. 2d 274 (C.C.A. 2, 1942) ; Matter of Standard Gas and 
Electric Co., -F. 2d- (C.C.A. 3, September 14, 1945, 
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hold that the substance of the arguments presented was 
intrinsically unsound, but rather, “that the considerations 
urged here in support of the Commission’s order were not 
those upon which its action was based” (R. 108, italics 
supplied I. To illustrate what the Commission might have 
done but did not do, the Court observed that the Commis¬ 
sion, “acting upon its experience and peculiar competence,” 
might have “promulgated a general rule of which its order 
here was a particular application” (R. 108). Had that 
course been followed, said the Court, “the problem for our 
consideration would be very different.” Then this question 
of whether the management of a holding company should be 
prohibited from trading in its securities during its reor¬ 
ganization would have presented “problems of policy for 
the judgment of Congress or of the body to which it has dele¬ 
gated power to deal with the matter” (R. 109). In disposing 
of such a question it might well be concluded that “Abuse of 
corporate position, influence, and access to information may 
raise questions so subtle that the law can deal with them 
effectively only by prohibitions unconcerned with the fair¬ 
ness of a particular transaction” (R. 109). Continuing this 
illustrative discussion, the Court explained that these policy 
considerations could not be effectuated here because: 

“Congress itself did not proscribe the respondents’ pur¬ 
chases of preferred stock in Federal. Established judi¬ 
cial doctrines do not condemn these transactions. Nor 
has the Commission, acting under the rule-making 


slip opinion, pp. 6-7), and by petitioner’s subsequent admis¬ 
sion (Fed. Br. 40). Finally, we challenge petitioner’s errone¬ 
ous interpretation of the House and Senate differences as to 
Sections 11(b)(2) and 11(e) (Fed. Br. 25-28), from which 
petitioner seeks to make some kind of capital out of the fact 
that these sections, as enacted, do not mention reorganiza¬ 
tion or dissolution. A fair reading of the quoted passages of 
the legislative history in their context indicates clearly, how¬ 
ever, that the issue was whether reorganization and dissolu¬ 
tion should be mandatory or left to the Commission’s discre¬ 
tion. See Matter of Standard Gas and Electric Co. y -F. 2d 

-(C.C.A. 3, September 14, 1945, slip opinion, pp. 4-5). 
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powers delegated to it by UKei, promulgated new 
general standards of conduct. It purported merely to 
be applying an existing judge-made rule of equity.” 

It is this language from the Court’s opinion that peti¬ 
tioners have seized upon to support their argument that the 
Act permitted their purchases and that the Commission was 
empowered to deal with such transactions only by means of 
a general rule which, they assert, would have to be applied 
in an improperly retroactive fashion if it were to prevent 
them from achieving anticipated advantages under the plan 
from their purchases of securities. It is an argument which 
ignores much and magnifies a little. From what we have 
already shown, it seems clear that the Court’s reference to 
the fact that “Congress itself did not proscribe the respond¬ 
ents’ purchases” meant only that the general standards of 
the Act did not specifically envisage this type of reorganiza¬ 
tion abuse and that the Commission, as “the body to which 
Congress has delegated its authority,” was empowered to 
give content to those standards as the need should arise. 

If the statement that the Commission has not acted 
under its rule-making powers to promulgate new general 
standards of conduct refers to rule-making in a sense which 
excludes acting by order, then it is clear from the entire 
opinion that this reference to the Commission’s rule-making 
power is merely illustrative and not intended to prohibit 
the Commission from developing standards of conduct on 
a case-by-case basis, which is as sound an approach to the 
gttasf-judicial actions of an administrative body as the tra¬ 
ditional common-law process of inclusion and exclusion. 7 
It will be recalled that the sentence on which petitioners base 
their argument is in itself a mere observation of fact, not 
purporting to define the limits of the Commission’s power. 
For further confirmation of this position we pass on to the 

7 See infra note 36, page 48, and Federal Trade Com¬ 
mission v. Keppel & Bros., 291 U.S. 304, 310-12, cited in the 
minority opinion in the Chenery case (R. 116). 





crux of the Court’s opinion — the summary of the Court’s 
conclusions and the indication of the course to be followed 
by the Commission upon remand of the case. Petitioners 
completely ignore this part of the Court’s opinion, which is 
irreconcilable with their explanation of the meaning of the 
mandate. Here the Court declared (R. 110-11) : 

“Judged, therefore, as a determination based upon 
judge-made rules of equity, the Commission’s order 
cannot be upheld. Its action must be measured by w'hat 
the Commission did, not by uiiat it might have done. 
It is not for us to determine independently what is 
‘detrimental to the public interest or the interest of 
investors or consumers’ or ‘fair and equitable’ within 
the meaning of §S7 and 11 of the Public Utility Hold¬ 
ing Company Act of 1935. The Commission's action 
cannot be upheld merely because findings might have 
been made and considerations disclosed ivhicli would 
justify its order as an appropriate safeguard for the 
interests protected by the Act. There must be such a 
responsible finding. Compare United States v. Chicago , 
M., St. P. & P. R. Co., 294 U.S. 499, 510-11. There is no 
such finding here. 

“Congress has seen fit to subject to judicial re¬ 
view such orders of the Securities and Exchange Com¬ 
mission as the one before us. That the scope of such 
review* is narrowdy circumscribed is beside the point. 
For the courts cannot exercise their duty of review 
unless they are advised of the considerations under¬ 
lying the action under review. If the action rests upon 
an administrative determination—an exercise of judg¬ 
ment in an area wdiich Congress has entrusted to the 
agency—of course it must not be set aside because the 
reviewing court might have made a different deter¬ 
mination were it empowered to do so. But if the action 
is based upon a determination of law as to which the 
reviewing authority of the courts does come into play, 
an order may not starid if the agency has misconceived 
the law. In either event the orderly functioning of the 
process of review requires that the grounds upon which 
the administrative agency acted be clearly disclosed 
and adequately sustained. ‘The administrative process 
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will best be vindicated by clarity in its exercise.’ Phelps 
Dodge Corp . v. Labor Board , 3i3 U.S. 177, 197. What 
was said in that case is equally applicable here: ‘We do 
not intend to enter the province that belongs to the 
Board, nor do we do so. All we ask of the Board is to 
give clear indication that it has exercised the discretion 
with which Congress has empowered it. This is to 
affirm most emphatically the authority of the Board.’ 
Ibid. Compare United States v. Carolina Carriers 
Corp., 315 U.S. 475, 488-90. In finding that the Com¬ 
mission's order cannot be sustained, we are not impos¬ 
ing any trammels on its powers. We are not enforcing 
formal requirements. We are not suggesting that the 
Commission must justif y its exercise of administrative 
discretion in any particular manner or with artistic 
refinement. We are not sticking in the bark of ivords. 
We merely hold that an administrative order cannot be 
upheld unless the grounds upon which the agency acted 
in exercising its powers were those upon which its 
action can be sustained. 

“The cause should therefore be remanded to the 
Court of Appeals with directions to remand to the Com¬ 
mission for such further proceedings, not inconsistent 
with this opinion, as may be appropriate.” (Italics 
supplied.) 

As we read these concluding words of the Court, the 
nub of its entire opinion and mandate lies in the holdings 
that findings “might have been made and considerations 
disclosed which would justify its order as an appropriate 
safeguard for the interest protected by the Act”; that “the 
orderly functioning of the process of review requires that 
the grounds upon which the administrative agency acted be 
clearly disclosed and adequately sustained”; that the Court 
was “not imposing any trammels on [the Commission’s] 
powers,” or “enforcing formal requirements”; that the 
Court was “not suggesting that the Commission must jus¬ 
tify its exercise of administrative discretion in any par¬ 
ticular manner or with artistic refinement”; and that “an 
administrative order cannot be upheld unless the grounds 
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upon which the agency acted in exercising its powers were 
those upon which its action can be sustained.” 8 

Two further indicia appearing on the face of the 
Court’s opinion give added support to our interpretation. 
First, there is the circumstance that the mandate itself was 
not an affirmance, upon different grounds, of this Court’s 
decision which had plainly left the Commission no recourse 
but to allow Federal’s management to participate equally 
with all other stockholders with respect to the preferred 
stock acquired by them during the reorganization proceed¬ 
ing. 0 Only a mandate of that type would be consistent with 

8 Since the Commission’s briefs and arguments in the 
Chenery case, in this Court and in the Supreme Court, had 
urged affirmance of the Commission’s order on the alterna¬ 
tive ground of administrative judgment, and since the peti¬ 
tioners in that case had attacked that argument as retrospec¬ 
tive legislation and this Court had divided on that very issue 
(75 U.S. App. D.C. 381-382, 383-385), it must be deemed 
highly significant that the Supreme Court did not even discuss 
that problem. 

0 Had the Supreme Court intended to hold that the Com¬ 
mission had no discretion in deciding this case upon remand, 
its mandate would not have been, as it was, a remand “for 
such further proceedings, not inconsistent wdth this opinion, 
as may be appropriate” (R. 111). In reviewing an adminis¬ 
trative determination of the Board of Tax Appeals, the Su¬ 
preme Court was very explicit in saying that remand for fur¬ 
ther proceedings will not be ordered where it is apparent that 
nothing could properly be found to sustain the Commissioner’s 
contention. General Utilities and Operating Co. v. Helvering, 
296 U.S. 200, 206-207. 

Furthermore, the Supreme Court made a significant 
change of language w r hen it made the mandate read, “for such 
further proceedings, not inconsistent with this opinion . . 
and did not follow the language used in the original order of 
this Court, which was “for further proceedings in conformity 
with the opinion of this Court.” The Supreme Court care¬ 
fully distinguishes these tw’o forms of remands in its man¬ 
dates to federal courts and state courts. The phrase “in con¬ 
formity with” is used in mandates to federal courts and is 
intended to limit the discretion of the lower court in its sub¬ 
sequent disposition of the case to action affirmatively au¬ 
thorized by the Supreme Court. The phrase “not inconsistent 
with” is used in mandates to state courts and is construed to 
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the interpretation, which petitioners urge, that the Commis¬ 
sion was restricted to action by general rule and that a rule 
of that kind could not operate in this case to preclude Fed¬ 
eral’s management from profiting through the reorganiza¬ 
tion plan on their preferred stock purchases. However, the 
adoption by the Commission of a rule having no application 
to the instant case (as petitioners contend) could not pos¬ 
sibly be action pursuant to the remand. It is of compelling 
significance that the remand was for the Commission to 
undertake “such further proceedings, not inconsistent with 
this opinion, as may be appropriate.” Such a mandate obvi¬ 
ously has left the Commission something more to do in this 
case than merely to sustain the management’s position. 
Some freedom of choice must have been intended in the 
determination of what was “appropriate.” Our interpreta¬ 
tion alone gives meaning to the concluding statements in the 
Court’s opinion that “We are not suggesting that the Com¬ 
mission must justify its exercise of administrative discre¬ 
tion in any particular manner or with artistic refinement. 
We are not sticking in the bark of words.” The mandate 
must be construed to have allowed the Commission to con¬ 
sider whether the arguments urged before the Courts, and 
which were rejected by the Supreme Court, only because 
they were not the grounds upon which it understood the 
Commission to have acted, should be made the basis of direct 
administrative action, setting forth “the grounds upon 
which the administrative agency acted . . . clearly dis¬ 
closed and adequately sustained.” 

Our interpretation of the mandate is in entire harmony 
with the approach adopted by the Supreme Court itself 

give such courts full authority to take any affirmative action 
not expressly barred by the Supreme Court's decision. See 
Robertson and Kirkham, Jurisdiction of the Supreme Court 
of the United States, p. 785, note 63, and cases cited. Federal 
court review of administrative decisions is more comparable, 
in terms of limited scope, to Supreme Court review of state 
court decisions, than to review of lower federal court decisions. 
See F.C.C. v. Pottsville Broadcasting Co., 309 U.S. 134; 17. S. 
v. Morgan, 307 U.S. 183. 
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when it was called upon to consider the very similar man¬ 
date involved in F. C. C. v. Pottsville Broadcasting Com¬ 
pany, 309 U.S. 134, 145: 

“On review the court may thus correct errors of 
law and on remand the Commission is bound to act 
upon the correction. . . . But an administrative deter¬ 
mination in which is embedded a legal question open 
to judicial review does not impliedly foreclose the ad¬ 
ministrative agency, after its error has been corrected, 
from enforcing the legislative policy committed to its 
charge.” 

The second indication in the Clienery opinion, to which 
we have adverted, and which adds support to our interpreta¬ 
tion of the mandate, is the circumstance that the three cases 
cited by the Court in the concluding paragraphs of its 
opinion all dealt with administrative orders which failed to 
state with clarity findings and reasons deemed essential to 
uphold the administrative determinations (R. 110-111). 
In United States v. Chicago, M., St. P. & P. R. Co., 294 U.S. 
499, the order of the Interstate Commerce Commission sus¬ 
pending proposed tariffs as unreasonable was rejected by 
the Court for failure to state the facts supporting the con¬ 
clusion of the Commission. Again, in Phelps Dodge Corp. v. 
N.L.R.B., 313 U.S. 177 (a case twice cited in the Chenery 
opinion > , 10 the Board’s determination requiring an offer of 
employment to persons w’ho had ceased to be in the corpora¬ 
tion’s employ prior to a strike and vrho had sought and been 
denied employment after its close because of their union 
affiliation, was remanded for a statement of the reasons 
why such a requirement w r as deemed to effectuate the pol- 


10 It should be noted that in the Chenery case the Supreme 
Court quoted as “equally applicable here” the language of the 
Phelps Dodge opinion that (R. Ill) : “We do not intend to 
enter the province that belongs to the Board, nor do we do 
so. All we ask of the Board is to give clear indication that 
it has exercised the discretion with which Congress has em¬ 
powered it. This is to affirm most emphatically the authority 
of the Board.” 
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icies of the Act. Similarly, in U. S. v. Carolina Freight Car¬ 
riers Corp., 315 U.S. 475, the Interstate Commerce Commis¬ 
sion’s order restricting a certificate of public convenience 
issued to a common carrier under the Motor Carriers Act 
was held to have failed to state the “precise grounds” for 
the restriction. Nothing in any of these cases would support 
a view that an administrative agency is precluded from re¬ 
considering and reaffirming its previous defective order by 
stating with clarity the hitherto unstated basis for its 
decision. 11 


11 The history of the subsequent administrative treatment 
of the orders set aside by the Supreme Court in the Chicago, 
etc. R. R., Phelps Dodge, and Carolina Carriers cases shows 
that the agencies involved did not consider themselves pre¬ 
cluded from any exercise of discretion in the process of obey¬ 
ing the Supreme Court’s mandates. 

In the Chicago, etc. R. R. case, the Interstate Commerce 
Commission took no further action in the particular case fol¬ 
lowing the remand, not because it was barred from so doing, 
but apparently because it believed that a general study of the 
rate structures of all of the railroads in the area would be a 
better means of reaching the particular rates involved in the 
case. This has recently been done in Coal to Beloit, Wis., and 
Northern Illinois, — I.C.C. —, Invest, and Susp. Doc. No. 5139 
(July 9, 1945). 

In the Phelps Dodge case, the National Labor Relations 
Board subsequently stated its reasons and reaffirmed its de¬ 
termination that employees who had obtained substantially 
equivalent employment should, nevertheless, be offered em¬ 
ployment by the company as a means of effectuating the poli¬ 
cies of the Act—a holding which the Supreme Court had 
originally held not clearly justified by the Board’s first opin¬ 
ion. See Matter of Phelps Dodge Corporation, 35 N.L.R.B. 
418 (1941). It is significant for our case that the Board’s sub¬ 
sequent opinion was no less retroactive than the opinion and 
order now before this Court, and that, further, the Board 
therein expressly stated that the considerations which led to 
its decision “do not vary from case to case.” ( Ibid., 35 
N.L.R.B., at 421). We understand that the Circuit Court of 
Appeals for the Second Circuit enforced this reaffirmed deci¬ 
sion of the Board by an unreported order without opinion. 
The other part of the Board’s original opinion which the Su¬ 
preme Court had remanded to the Board for further deter¬ 
mination concerned the Board’s patently retroactive decision 
that employees who had been denied employment should be 
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(b) The Meaning of the Supreme Court's Opinion 
Illuminated by the Dissenting Opinion in 
the Chenery Case. 

The dissenting opinion of Associate Justices Black, 
Reed and Murphy in the Chenery case throws considerable 
light upon the meaning of the opinion of the majority of the 
Court since it expresses the points of agreement and dif¬ 
ference in their respective views (R. 112-117). Indeed, the 
dissenting opinion serves to explain certain observations of 
the majority of the Court, and the majority did not chal¬ 
lenge these explanations but, on the contrary, met the 
minority on its own grounds. 

* First, the dissenting Justices expressed their agreement 
with the majority that Federal’s management “acted in 
a fiduciary capacity in formulating and managing plans 
they submitted to the Commission”, and that, as fiduciaries, 
they should be held to “a scrupulous observance of their 
trust’ 1 (R. 112). The minority further agreed with the 
majority of the Court that “Congress conferred on the 
Commission ‘broad powers for the protection of the public’, 


made whole for their loss of pay, from which award the Board 
deducted only wages earned elsewhere during the period the 
men had been denied employment. (This is discussed infra, 
pp. 47-8). The Supreme Court had held that the Board should 
have also determined and deducted the amounts which the 
men had failed without excuse to earn, and its remand re¬ 
quired the Board to make that determination. This holding 
corrected the Board’s error of law, and while we are not ad¬ 
vised whether the Board subsequently found that any of the 
men had wilfully failed to earn wages, so as to require an 
alteration of its original award, it is clear that the Board re¬ 
tained discretion so to find. 

After the remand in the Carolina Carriers case the Inter¬ 
state Commerce Commission reopened the proceedings and 
entered a new order giving the carrier a certificate less re¬ 
stricted than the one disapproved by the Court. The Commis¬ 
sion did not, however, deem itself bound to give the carrier 
carte blanche. See Carolina Freight Cambers Corporation 
Common Carrier Application, 43 M.C.C. 221, at 227-228, 234- 
235,240 (1944). 
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investors and consumers”; and that “the Commission, not 
the Court, was invested by Congress with authority to deter¬ 
mine whether a proposed reorganization or merger would 
be ‘fair and equitable’, or whether it would be ‘detrimental 
to the public interest or the interest of investors or con¬ 
sumers.’ ” (R. 112) , 12 

The focal point of difference was stated to be that al¬ 
though the majority had correctly held that the Commission 
“has abundant power to meet the situation presented by the 
activities of these respondents, it has not done so” (R. 112). 
This difference was deemed to arise from three premises of 
the majority opinion: that the Commission had erroneously 
interpreted and relied upon common law rather than on 
“new standards reflecting the experience gained by it in 
effectuating legislative policy”; that the Commission “could 
have promulgated ‘a general rule of which its order here 
was a particular application’, but instead made merely an 
ad hoc judgment”; and finally that the Commission did not 
find that “these practices would prejudice anyone” (R. 112- 
113). While the dissenting opinion proceeds to take up 
each of these premises in turn, we pass over the first, 
wherein the minority concluded that the Commission had 
correctly interpreted and properly applied the equitable 
principles relied on (R. 113-115). 13 The second premise, 
dealing with the majority’s suggestion that the Commis¬ 
sion did not state the results of its experience in justifi¬ 
cation for its order, was challenged by the minority as 
a formalistic request for the Commission to state the find¬ 
ings which would support its decision as an exercise of 

12 Contrary to the suggestion of Federal Water (Fed. Br. 
14), there is no difference between the majority and minority 
of the Supreme Court as to the Commission’s powers and 
duties, and the Commission correctly so observed (R. 150-51). 

13 This, and the third premise, i.e., that the Commission 
failed to show injury to particular shareholders, and the dis¬ 
senting Justices’ rejoinder thereto (R. 116-17), are not rele¬ 
vant to our argument. 
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administrative judgment in effectuating the purposes of the 
Holding Company Act (R. 115). Here the minority de¬ 
clared (R. 115-16) : 

“Of course, the Commission can now change the form 
of its decision to comply with the Court order. The 
Court can require the Commission to use more words; 
but it seems difficult to imagine how more words or 
different words could further illuminate its purpose or 
its determination. . . . Here, for instance, the Court 
apparently holds that the Commission has full power 
to do exactly what it did; but the Court sends the mat¬ 
ter back to the Commission to revise the language of 
its opinion.” 14 

Treating of the intimation that the majority’s opinion 
might be construed to hold that “the Commission can act 
only through general formula* rigidly adhered to”, the dis¬ 
senting Justices pointed out that the Holding Company Act 
“gives the Commission wide powers to evolve policy stand¬ 
ards, and this may well be done case by case, as under the 
Federal Trade Commission Act” (R. 116). That this refer¬ 
ence to the “intimation” of the majority was designed to 
state the extreme consequence of the reasoning of the major¬ 
ity, and not its actual holding, is manifest from the minor¬ 
ity’s previous flat statements that the majority opinion au¬ 
thorizes the Commission to “change the form of its deci¬ 
sion” and “revise the language of its opinion” (R. 115-16) , 13 

14 The language of the minority at this point is strikingly 
similar to the words of Mr. Justice Murphy in his dissent 
(concurred in by Associate Justices Black and Douglas) in 
Phelps Dodge Corp. v. N. L. R. B., 313 U. S. 177, 204-205. 

It should be noted that the majority in the Chenery case 
quoted as applicable here certain language in the Phelps Dodge 
opinion—obviously to refute the minority’s charge, likewise 
drawn from the Phelps Dodge opinion, that the majority was 
passing “from the narrow confines of law into the more spa¬ 
cious domain of policy.” (See fn. 10, p. 20.) 

15 The dissenting opinion in this respect reflects a form of 
argument strikingly similar to that employed by two of the 
dissenting Justices (Associate Justices Murphy and Black) 
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The majority opinion in turn met the minority’s criticism 
that the Commission might be limited to acting “through 
general formula?”, with the denial that “we are . . . im¬ 
posing any trammels on its [the Commission’s] powers” (R. 
111). The majority did not, however, deny the statement 
of the minority that the majority opinion might merely 
require the Commission to “change the form of its decision” 
and “revise the language of its opinion” (R. 115-116). It 
met this criticism on two grounds. First, the Court declared 
that this was not a case for application of “the settled rule 
that, in reviewing the decision of a lower court, it must be 
affirmed if the result is correct ‘although the lower court 
relied upon a wrong ground or gave a wrong reason’ ” (R. 
104). The reason for that rule was that it “would be waste¬ 
ful to send a case back to a lower court to reinstate a deci¬ 
sion which it had already made but which the appellate 
court concluded should properly be based on another ground 
within the power of the appellate court to formulate.” How¬ 
ever, in reviewing an administrative order which is “valid 
only as a determination of policy or judgment which the 
agency alone is authorized to make and which it has not 
made,” the court observed that “a judicial judgment cannot 
be made to do service for an administrative judgment.” The 
Court’s second answer to the minority’s criticism was that 
‘Ve are not enforcing formal requirements. We are not 
suggesting that the Commission must justify its exercise of 
administrative discretion in any particular manner or with 
artistic refinement. ... We merely hold that an adminis- 

when thev wrote their dissenting opinion in Phelps Dodge 
Corp. v. N. L. R. B., 313 U.S. 177, 200-208. 

The dissenting Justices here significantly did not press 
home their argument by advancing the point which petitioners 
now make—that such a general formula could operate only 
prospectively, leaving Federal’s management untouched. Yet 
that would have been the most appropriate rejoinder if the 
minority deemed that the Commission’s statement of such a 
formula, upon revising the language of its opinion, would 
have had so futile an outcome. 
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trative order cannot be upheld unless the grounds upon 
which the agency acted in exercising its powers were those 
upon which its action can be sustained” (R. 110). The ma¬ 
jority clearly rejected (R. 110-11) the alternative supposi¬ 
tion of the minority that the Court might, after a return of 
the Commission’s order, “reappraise the reasons which 
moved the Commission to determine that the conduct of 
these fiduciaries was detrimental to the public and in¬ 
vestors” (R. 117). That the majority of the Court did not 
contemplate a remand in which the Commission would have 
no discretion left to exercise is further refuted by the state¬ 
ment following the citation of the Phelps Dodge case, “What 
was said in that case is equally applicable here. ‘We do not 
intend to enter the province that belongs to the Board, nor 
do we do so. All we ask of the Board is to give clear indica¬ 
tion that it has exercised the discretion with which Congress 
has empowered it. This is to affirm most emphatically the 
authority of the Board’ ” (R. Ill). 

(c) Indications of the Meaning and Scope of the Chenery 
Opinion from Subsequent Judicial Opinions. 

The Chenery opinion has been cited in majority, con¬ 
curring, and dissenting opinions of the Supreme Court, and 
in opinions of lower courts, uniformly for the proposition 
that it was merely a case of “elaborating the grounds of 
decision and bringing into focus what is vague and obscure.” 
This was the understanding expressed by Mr. Justice 
Douglas in Yonkers v. U.S., 320 U.S. 685, 690-91, where he 
spoke for the majority consisting of Chief Justice Stone 
and Associate Justices Roberts, Black, Murphy and Rut¬ 
ledge. While Associate Justices Frankfurter, Reed and 
Jackson dissented in the Yonkers case and challenged the 
aptness of certain of the authorities cited by the majority, 
they raised no objection as to the appropriateness of citing 
the Chenery case as illustrating merely an administrative 
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decision remanded in order to have the grounds thereof 
clearlv stated. 10 

Again in Polish National Alliance v. N.L.R.B., 322 
U.S. 643, 652-53, Mr. Justice Black, in a concurring opinion 
for himself and Associate Justices Douglas and Murphy, 
referred to the Chenery case along with the Phelps Dodge 
case, as a “Cf.” citation on the proposition that whenever 
federal powder is exercised within what would otherwise be 
the domain of the states, “the justification for the exercise 
of the federal power must clearly appear.” The majority 
opinion by Associate Justice Frankfurter did not question 
this interpretation of the Chenery case. 17 

Most recently, in Connecticut Light & Power Co. v. 
F.P.C. , - U.S.-, 89 L. Ed. (Adv. Opn.) 691, 702 


10 Following the reversal of the Interstate Commerce Com¬ 
mission’s order in the Yonkers case, the Commission reopened 
the proceeding and thereafter issued an order reaffirming its 
prior order upon explicitly stated findings. The Supreme 
Court sustained this new order, sub nom. Public Service Com¬ 
mission v. U.S., 323 U.S. 675. 

17 It is not without significance that the Polish Na¬ 
tional Alliance case was argued the day before and decided 
the same day as Addison v. Holly Hill Fruit Products , Inc., 
322 U.S. 607. In the Holly Hill case the Court squarely di¬ 
vided on the question whether an administrative rule could 
properly be applied retroactively. The majority opinion in 
the Holly Hill case (holding retroactive application of a rule 
to be permissible) was by Mr. Justice Frankfurter, while 
the dissenting opinion (objecting to retroactive application of 
the administrative rule) w^as by Associate Justices Rutledge, 
Black and Murphy. We believe it to be a fair observation that 
if the Chenery case, which was mentioned in the concurring 
opinion of Associate Justices Black, Douglas and Murphy in 
the Polish National Alliance case, had been understood to be 
a holding that this Commission could have acted only by a 
general rule which could operate only in such prospective 
fashion as to leave Federal’s management free to profit from 
their stock purchases during the reorganization, it would have 
been an apt precedent for the dissenting Justices in the Holly 
Hill case on a point for which there are apparently few prece¬ 
dents either way in the field of administrative law. In fact, 
however, the Chenery case is not mentioned in any of the 
opinions in the Holly Hill case. 
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(1944), Mr. Justice Murphy, dissenting for himself and 
Associate Justices Reed and Black, referred to the dissent¬ 
ing opinion in the Chenery case to illustrate his point that 
the remand ordered by the majority in the Connecticut 
Light case “can only serve to produce needless delay and to 
force the Commission to make certain minor and unneces¬ 
sary changes in its written opinion.” 

Three decisions of lower courts reflect the same inter¬ 
pretation of the Chenery case. In N.L.R.B. v. Regal Knit¬ 
wear Co., 140 F. 2d 746, 747 (C.C.A. 2, 1944), Circuit 
Judges Learned Hand, Augustus N. Hand, and Frank, in 
a per curiam opinion cited the Chenery case for the proposi¬ 
tion that an administrative agency “must give its reasons 
for the exercise of its discretion in adopting ... an ap¬ 
propriate remedy.” In Capital Transit Co. v. U.S., 55 F. 
Supp. 51, 55 (D.fc.D.C., 1944), District Judge Bailey, writ¬ 
ing for a three-judge court consisting of himself, Asso¬ 
ciate Justice Miller of this Court, and District Judge Letts, 
adopted the interpretation of the Chenery case set forth in 
the Yonkers, case, supra, as “merely one of elaborating the 
grounds of decision and bringing into focus what is vague 
and obscure.” In In re Laclede Gas Light Co., 57 F. Supp. 
997,1008 (E. D. Mo. 1944), District Judge Hulen expressed 
similar views about the import of the Chenery case. 

The extensive note by Dodd entitled “The Chenery Cor¬ 
poration Case: A New Landmark in the Law of Adminis¬ 
trative Procedure” (56 Harv. L. Rev. 1002), exhibits a 
similar understanding of the meaning of the Court’s deci¬ 
sion. 15 Considering the question whether the majority 
meant that the Commission was limited to proceeding by 
general rule, and presuming that such a rule could have 
operated prospectively only, Professor Dodd stated, at p. 
1005: 

“In the Chenery Corporation case, however, the 
only retroactive effect of the order was to deprive the 
officers and directors of a hoped-for profit. If the 

18 See also, Note, 41 Mich. L. Rev. 987. 
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standard of conduct which the Commission prescribed 
is one which is justified by the dangers inherent in 
purchases by management w T hile a Commission-regu¬ 
lated reorganization is pending, it is doubtful whether 
the Commission should be denied the power to prescribe 
such a standard by order and hence to apply it to 
Chenery Corporation’s purchases. But it is far from 
clear that the majority opinion implies a denial of that 
poiver.” (Italics supplied.) 

In the light of the foregoing evidences of the meaning 
of the Supreme Court’s mandate in the Chenery case, w~e 
submit that this case merely falls within that line of deci¬ 
sions wherein the Supreme Court has been attempting to 
determine just how explicit and clear the findings of an ad¬ 
ministrative body must be. 10 As the 8th Circuit pointed out 
in Twin City Milk Producers Association v. McNutt , 122 
F. 2d 564, 566-67 (1941) : 

“This requirement is not intended as an arbi¬ 
trary symbol. The great liberal minds of the Supreme 
Court, which have declared the need for the prescrip¬ 
tion, can hardly be accused of being worshippers of 
mere form. During an evolutionary period, it is a 
precaution that undoubtedly has aided in fostering 
public confidence and in winning acceptance for the 
processes of administrative law. Possibly it has served 
to safeguard against hasty or arbitrary action, by re¬ 
minding those, to whom the power has been given, of 
their necessary responsibility in the exercise of that 
power. Doubtless, it has assuaged the legalistic con¬ 
science, by the assurance that only responsible action 
has been taken. And, finally, it has facilitated the 
mechanics of sound and orderly judicial review. Per¬ 
haps the time may come w’hen such a judicial precau¬ 
tion will no longer be thought necessary, but the ex¬ 
pressions of the Supreme Court down to the present 
time give us no right to make such a departure in the 
present case.” 

19 The problem was most recently before the Court in the 
Connecticut Light case, supra , p. 27. 



30 


In sum, we submit that the Commission’s interpreta¬ 
tion of the Chenery case gives full weight to all aspects of 
the Court’s opinion and is the only fair and complete view 
which may be given to the mandate. 


II. THE COMMISSION’S DETERMINATION OF THE 
FACTS AND OF THE REMEDY REQUIRED IN 
THIS CASE, IN THE LIGHT OF ITS EXPERI¬ 
ENCE IN EFFECTUATING THE POLICIES OF 
THE ACT, IS A RATIONAL ADMINISTRATIVE 
JUDGMENT WHICH SHOULD BE AFFIRMED. 

Petitioners’ attack upon the substantiality of the evi¬ 
dence which supports the Commissioh’s decision is a two¬ 
fold contention that the Commission was not permitted to 
integrate with the evidence and inferences drawn there¬ 
from its special experience derived from close contact with 
reorganization abuses both generally and under the Act; 
and that this Court should substitute a different judgment 
and experience for that of the Commission, with respect to 
the nature of the problem presented by management pur¬ 
chases during the course of a reorganization under the Act, 
the hazards of harm to investors and the reorganization 
process resulting therefrom, and the appropriateness of the 
remedy chosen to effectuate the policies of the Act (Ch. Br. 
21-23, 28-29; Fed. Br. 32, 45). Neither contention has any 
merit. 

(a) The Substantiality of the Evidence and the Commis¬ 
sion's Right to Draw Therefrom Conclusions Based 
Upon Its Administrative Experience. 

In considering the first contention, that the Commis¬ 
sion was not authorized to draw upon its administrative 
experience, it should be observed at the outset that peti- 
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tioners have not seriously challenged the accuracy 20 or sub- 
tantiality of the facts found by the Commission. Petitioners 
say only that the record is the same as that previously be¬ 
fore this Court, and that this Court, in its prior opinion, 
saw no impropriety in the management’s stock purchases 
(Ch. Br. 21-23; Fed. Br. 8, 46). The plain answer to these 
statements is that the record is now presented to this Court, 
not to determine whether the facts justify the application 
of equity precedents, but, instead, to decide whether there 
was substantial evidence to support the Commission’s ex¬ 
ercise of administrative judgment. Section 24(a) of the 
Act makes applicable to proceedings for review of the Com¬ 
mission’s orders under the Act the general administrative 
rule that: “The findings of the Commission as to the facts, 
if supported by substantial evidence, shall be conclusive.” 
We shall not restate here the entire pattern of judicial re¬ 
view which has been marked out by the Supreme Court in 
dealing with the familiar substantial evidence rule. Most 
applicable in this case, insofar as petitioners’ form of 
attack is concerned, are the principles summarized in 
N. L. R. B. v. Nevada Consolidated Copper Corporation 
316 U.S. 105 (1942), where the Supreme Court, in a per 
curiam opinion, declared: 

“The possibility of drawing either of two inconsistent 
inferences from the evidence did not prevent the Board 
from drawing one of them, as the court below seems to 
have thought. 

“We have repeatedly held that Congress, by pro¬ 
viding . . . that the Board’s findings ‘as to the facts, 
if supported by evidence, shall be conclusive,’ precludes 
the courts from weighing evidence in reviewing the 
Board’s orders, and if the findings of the Board are 
supported by evidence the courts are not free to set 


20 Federal Water complains (Fed. Br. 10-12) that the 
Commission has not included in its findings certain items of 
evidence which it deems significant. Elsewhere in this dis¬ 
cussion we show the irrelevance of these items. Certainly, the 
Commission is not obliged to rehash the entire record in its 
findings and opinion. 
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them aside, even though the Board could have drawn 
different inferences. Labor Board v. Link-Belt Co., 
311 U.S. 584, and cases cited; Labor Board v. Automo¬ 
tive Maintenance Co., 315 U.S. 282; cf. Swayne & 
Hoyt, Ltd. v. United States, 300 U.S. 297, 307; Fed. 
Trade Comm. v. Pacific Paper Assn., 273 U.S. 52, 63; 
Fed. Trade Comm. v. Algoma Co., 291 U.S. 67, 73.” 

Thus, the Commission, in the exercise of its adminis¬ 
trative judgment, had the responsibility of selecting from 
any conflicting inferences that might be deduced from the 
evidence, those inferences which it deemed more consonant 
with realities, as tested by its extensive experience in deal¬ 
ing with corporate and reorganization problems. To give 
one illustration, the Commission w^as entitled to infer from 
the fact that Federal’s management had purchased the pre¬ 
ferred stock at depressed prices for the admitted purpose 
of preserving its control over Federal and its system, as well 
as in the expectation of profits, that such action created 
hazards of potential harm to investors and to the integrity 
of the reorganization process which, experience taught, 
were likely to flow therefrom. It w*as not required to infer 
from the management’s post hoc testimony a conclusion 
that the conflicting interests so created had not in fact 
affected its judgment as to the proper exercise of its broad 
powers with respect to the reorganization and that no harm 
had in fact resulted (R. 138-139,141-144,157-164). 

We turn now to the precise question of the Commis¬ 
sion’s right to resort to its administrative experience to as¬ 
certain and draw conclusions applicable to this case about 
the typicality of management powders and duties normally 
and during a voluntary reorganization under the Act; about 
the nature of the conflicts of interest between management 
and investors likely to arise during such a reorganization; 
about the hazards to investors, the plan, and the reorganiza¬ 
tion process from a managerial course of action designed to 
obtain personal benefits in terms of profits or control out of 
the reorganization; and about the difficulties, where once 
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such a hazardous course of action has been found to exist, of 
determining whether in a particular case harm has actually- 
resulted. Initially, it should be noted that petitioners have 
at no time made any effort to show that Federal’s manage¬ 
ment had different powers and duties or was uniquely less 
likely to have had conflicting interests. Indeed, as is mani¬ 
fest from a reading of the Commission’s findings and opin¬ 
ion, it is difficult to see how Federal’s management could 
seriously question the rationality of the Commission’s de¬ 
termination on this score. 

Petitioners’ contention that the Commission is for¬ 
bidden to use its special experience in deciding a particular 
case reflects the same confusion of thought that marked the 
argument of the petitioner in Republic Aviation Corp. v. 

N.L.R.B., - U.S. -, 89 L. Ed. (Adv. Opn.) 914 

(April 23, 1945). There the National Labor Relations 
Board had ordered an employer to cease interfering with 
the solicitation of union membership by employees in the 
plant during their lunch period and had required the giv¬ 
ing of reinstatement and back pay to employees who had 
been discharged for violating the employer’s no soliciting 
rule. 21 The company’s rule barred solicitation of any type, 
had been adopted long before there was any union activity 
at the plant, and, when adopted, was apparently lawful 
and not forbidden by any express provision of the Labor 
Relations Act, or by any rule, regulation or order of the 
Board. In entering the order and requiring the employer 
to give back pay to the discharged employees (wdio had ob¬ 
viously not done any work to earn it) the Board was under¬ 
taking to effectuate the general policies of the Act. 22 The 
employer contended, and it was found by the Supreme 

21 The Republic Aviation case was considered and decided 
along with N.L.R.B. v. LeToumeau Co. of Georgia, which in¬ 
volved almost identical problems. Here it is sufficient to ad¬ 
vert only to the facts of the Republic Aviation case. 

22 It should be noted that the Board’s remedy was retro¬ 
active. This problem is fully discussed infra, Point III. 
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Court, that the record was barren of any showing that this 
particular employer’s rule had actually interfered with 
union organization or that solicitation in its plant was 
essential to the organizing of its employees. Instead, the 
Board purported to deal with this as a typical case, to which 
general considerations evolved from its administrative ex¬ 
perience were fully applicable. 22 

The employer advanced precisely the same argument 
that is urged by the petitioners herein, contending that the 
Boards order rested “on a policy formulated without due 
administrative procedure . . . that the Board cannot sub¬ 
stitute its knowledge of industrial relations for substantive 
evidence . . . that there must be evidence before the Board 
to show that the [employer’s rule] interfered with and dis¬ 
couraged union organization in the circumstances and situ¬ 
ation” of the particular case. The contention was decisively 
rejected by the Supreme Court, in language well-nigh con¬ 
clusive of the issue here (65 S. Ct. 9S2, 986, 988) : 

“Plainly this statutory plan for an adversary proceed¬ 
ing requires that the Board’s orders on complaints of 
unfair labor practices be based upon evidence which is 
placed before the Board by witnesses who are subject 
to cross-examination by opposing parties. Such proce¬ 
dure strengthens assurance of fairness by requiring 
findings on known evidence. Ohio Bell Tel. Co. v. Public 
Utilities Comm, of Ohio, 301 U.S. 292, 302, 57 S. Ct. 
724, 729, SI L. Ed. 1093; United States v. Abilene & 
S. Ry. Co., 265 U.S. 274, 288, 44 S. Ct. 565, 569, 68 L. 
Ed. 1016. Such a requirement does not go beyond the 
necessity for the production of evidential facts, how¬ 
ever, and compel evidence as to the results which may 
flow from such facts. Market St. R. Co. v. Railroad 
Comm, of California et al., 323 U.S. —, 65 S. Ct. 770. 
An administrative agency with power after hearings 
to determine on the evidence in adversary proceedings 
whether violations of statutory commands have oc- 


- 3 Lengthy quotations from the Labor Board’s opinion, 
which appear as footnotes to the Supreme Court’s opinion, 
show a marked similarity of approach to that adopted by the 
Commission in the present case. 
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curred may infer within the limits of the inquiry from 
the proven facts such conclusions as reasonably may 
be based upon the facts proven. One of the purposes 
which lead to the creation of such boards is to have 
decisions based upon evidential facts under the par¬ 
ticular statute made by experienced officials with an 
adequate appreciation of the complexities of the sub¬ 
ject which is entrusted to their administration. Na¬ 
tional Labor Relations Board v. Virginia Power Co 
314 U.S. 469, 479, 62 S. Ct. 344, 349, 68 L. Ed. 348; 
National Labor Relations Board v. Hearst Publica¬ 
tions , 322 U.S. Ill, 130, 64 S. Ct. 851, 860, 88 L. Ed 
1170.” 

******* 

“The Board has fairly, we think, explicated in these 
cases the theory which moved it to its conclusions in 
these cases. The excerpts from its opinions just quoted 
show this. The reasons why it has decided as it has are 
sufficiently set forth. We cannot agree, as Republic 
urges, that in these present cases reviewing courts are 
left to ‘sheer acceptance’ of the Board’s conclusions or 
that its formulation of policy is ‘cryptic’. See Eastern- 
Central Motor Cainriers Ass’n v. United States , 321 
U.S. 194, 209, 64 S. Ct. 499, 506, 88 L. Ed. 688.” 24 

The Board’s determination to consider no-solicitation 
rules generally as presumptively interfering with union 
organization was upheld by the Supreme Court as not hav¬ 
ing been overturned by any of the evidence presented by 
the employer, and as depending for validity “upon the ra¬ 
tionality between what is proved and what is inferred”. 

Examination of the Commission’s findings and opinion 
shows that its findings are firmly rooted in the unchallenged 


24 As the Supreme Court observed, there is a sharp dif¬ 
ference between evidentiary facts in the record and the con¬ 
clusions therefrom which the agency is able to draw because 
of its general administrative experience. That difference 
makes the Republic Aviation case, and the present case en¬ 
tirely consistent with the cases cited by Federal Water (Fed. 
Br. 32) for the concededly correct proposition that an admin¬ 
istrative decision must be based upon evidence contained in 
the record. 
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evidence, and that its conclusions about those findings are 
fully explicated in a clearly stated review of the Commis¬ 
sion’s experience. The Commission’s statement of this expe¬ 
rience and its conclusions appear at pages 149-169 of the 
Record, and we submit that the rationality thereof is in¬ 
stantly apparent from a reading. Accordingly, we shall not 
attempt to restate the Commission’s findings and conclu¬ 
sions here. Concerning the facts, we believe it will be suffi¬ 
cient to observe that: 

1. Federal’s management had acquired control of 
that large and widespread utility system in the depres¬ 
sion, by purchasing the Class B stock at a relatively 
modest price only partially contributed by the man¬ 
agement (R. 131-132). 

2. From the moment Federal registered as a hold¬ 
ing company under the Act, the Commission was con¬ 
cerned with Federal’s long-standing need for a reor¬ 
ganization (R. 132-135). 

3. Federal’s financial difficulties (a heavy capital 
impairment) had left the management’s control rest¬ 
ing upon a non-existent equity (R. 133-134). 

4. The public holders of Federal’s preferred and 
Class A stocks had long been denied dividends by reason 
of the company’s financial difficulties and, despite the 
existence of current income, could not receive dividends 
until these financial difficulties should be cured (R. 
133-134). 

5. While, theoretically, voting control was vested 
in Federal’s preferred and Class A stocks under charter 
provisions which had become applicable by reason of 
the dividend arrearages, the holders of such stocks 
were widely scattered and thus, as a practical matter, 
unable to assert their voting power (R. 134). 

6. The corporate integration provisions of Sec¬ 
tion 11(b) (2) of the Holding Company Act (which be¬ 
came effective January 1, 1938, shortly after Federal 
registered under the Act) required, inter alia , that 
the voting power should be “fairly and equitably dis¬ 
tributed” among 1 ederal’s stockholders. 



37 


7. The negotiations between Federal’s manage¬ 
ment and the Commission’s staff with respect to the 
four plans of reorganization which were proposed be¬ 
tween November 8, 1937 (when Federal registered 
under the Act) and March 30, 1940 (the date when 
the plan finally approved was filed) reflected in vary¬ 
ing degrees of intensity a sharp clash of opinion over 
the question whether the management’s Class B stock 
was entitled to any participation in the reorganized 
company because of its existing voting control and re¬ 
mote prospects of future value, notwithstanding the 
fact that it had no value in terms of assets or earnings 
(R. 135-137). 25 

8. Paralleling the progression of the various plans 
was the management’s program of purchasing Fed¬ 
eral’s preferred stock in the open market at the pre¬ 
vailing depressed prices. These management purchases 
had commenced shortly before, and prior to public an¬ 
nouncement of, the filing of the First Plan. A stock¬ 
holder had criticized these purchases, and the force of 
this criticism was recognized in the agreement among 
the interested members of the management, made 
shortlv thereafter, not to purchase any stock while 
negotiations for a plan were pending and before the 
terms were disclosed to public investors. Thereafter, 
the management made its purchases almost entirely in 


25 Federal Water notes (Fed. Br. 11) that a pre-registra¬ 
tion plan informally considered by the Commission’s staff, had 
contemplated giving special stock and some voting power in 
exchange for the B stock and that a staff memorandum, deal¬ 
ing with that aspect of the proposed plan, viewed such a pro¬ 
posal as within the Commission’s power. However, that memo¬ 
randum expressly left open the question of the ‘'equity” of the 
various classes to participate, which ultimately became the 
crux of the difference of opinion between the management and 
the staff, especially with respect to the management’s effort 
to secure participation for its B stock. 

26 All of these purchases were included in reports filed with 
the Commission under Section 17 (a) of the Act (R. 138). One 
large block was acquired from a securities dealer (on an ex¬ 
change for Federal debentures) who testified that he had no 
complaint as to the fairness of the deal. Federal Water ob¬ 
jects to the Commission’s omission to mention this exchange 
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the open market,- 0 at various times which they consid¬ 
ered proper under their agreement (R. 137-139>.- 7 

9. With respect to the aggregate number of pre¬ 
ferred shares acquired by the management during the 
reorganization period, it appeared that under the 
Fourth Plan, as proposed, the management would have 
obtained new common stock representing 7.4 percent 
of the total voting power in the corporation. Adding 
the 2.7 percent of voting power represented by new 
common which the management would have received 
on account of preferred stock holdings and other inter¬ 
ests not in controversy, the management was thus in a 
position to obtain 10.1 percent of the total voting power 
in the reorganized corporation. The Commission ob¬ 
served that 10 percent or more of voting power is made 
by the Holding Company Act a presumption of control 
(Sections 2(a» (7) and 2(a) (8) ; R. 138-139). 

10. It clearly appeared from the record that Fed¬ 
eral’s management had purchased the preferred stock 
chiefly because the control which it had hitherto been 
exercising through the Class B stock was threatened 
with extinction by the staff’s insistence that the stock 
was worthless. As a result of their position, the man¬ 
agers knew that the preferred stock was likely to 
emerge from the reorganization with voting control, 
and so they deemed it essential to purchase the stock 
if they were to retain their control in the reorganized 
corporation (R. 141-144 ). 28 


in its findings and opinion (Fed. Br. 12). A complete answer 
to this isolated bit of evidence is, of course, that the views 
of an experienced securities dealer furnished no indication of 
the effects of the management’s purchase program upon pub¬ 
lic investors, the corporation, and the reorganization. 

- T The record shows there was some deviation from this 
policy, perhaps unintentional, and that some members of the 
management had differing ideas of what was a proper time 
to purchase shares (R. 46, 49, 51-53, 54-57, 60-62, 64-67, 70-71, 
75-76, 144). 

- s Even if there had been no testimony as to the purpose 
of the management’s purchases, the fact that the Class B stock 
was not likely to receive any voting participation under any 
plan which might be approved by the Commission, and the fact 
that the preferred stock was most likely to emerge with voting 
control, would have fully supported the inference that the man¬ 
agement’s purpose in buying the preferred stock was to pre¬ 
serve its control over Federal. 
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11. During the course of the reorganization pro¬ 
ceedings, and throughout the period of their preferred 
stock acquisitions, Federal’s managers continued to 
exercise their normal powers over Federal and its 
system. These embraced not only the powers to make 
day-to-day decisions of consequence, but also powers 
to deal with major financial problems of the subsidi¬ 
aries. Power over the solving of these problems and 
the timing thereof gave the management great powders 
over the system’s earnings, and, a fortiori over the pas¬ 
sage of such earnings into the holding company (R. 
140-141). 

12. In addition, because Federal was then en¬ 
gaged in reorganization proceedings under the Hold¬ 
ing Company Act, its management exercised the broad 
powers which inured to it as representatives of the 
stockholders under the voluntary reorganization pro¬ 
visions of the Act. These were the powers which the 
Supreme Court had referred to in the Chenery deci¬ 
sion with the statement that (R. 108) — 

“Besides the Commission, only the management 
can, under §11, initiate a proceeding before the 
Commission to simplify the corporate structure 
and to effect a fair and equitable distribution of 
voting power among security holders. Only the 
management can amend the plan, and this it may 
do at any time; only the management can with¬ 
draw’ the plan, and this too it may do at will; and 
even after the Commission has approved a plan, 
it cannot be carried out without the consent of the 
management.” 

13. In the exercise of these powers as reorganiza¬ 
tion managers Federal’s management devised their 
various plans, determined what proposals should be 
made as to the relative participations of the various 
classes of stockholders, contended with the Commis¬ 
sion’s staff as to the participation that could be ac¬ 
corded to the Class B stock, determined when to nego¬ 
tiate with the staff and when to stand firm on pro¬ 
posals, 29 chose the times when to announce publicly and 


- 9 The testimony of Mr. C. T. Chenerv quoted in the Com¬ 
mission’s opinion show’s that the management acted with full 
understanding of its power to make litigation an alternative 
to negotiation (R. 143). 
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when to refrain from announcing developments in the 
reorganization process, decided the times to file and to 
withdraw the various plans, 30 and, in general, acted 
as the spokesman for the interests of the public secu¬ 
rity holders and themselves in the entire reorganiza¬ 
tion proceeding. 

14. These normal and special reorganization pow¬ 
ers of Federal's management were exerted by its mem¬ 
bers not only through their position as controlling 
stockholders, but also through the numerous major 
offices which they obtained in the entire system (R. 
153). Such offices unquestionably carried with them 
substantial perquisites of salary and prestige — a 
stake vrell worth fighting for in any struggle to deny 
voting power to the Class B stock which formed its root. 


30 The management's determination to withdraw the Third 
Plan because of Havender v. Federal United Corporation , 
6 A. 2d 618 (Del. Ch. 1939) and its determination not to 
attempt to put through a plan in a federal court proceeding 
under Section 11(e), thereby overriding the state law restric¬ 
tion presented by the Havender case, illustrate the broad pow¬ 
ers exercised by Federal’s management as reorganization man¬ 
agers (R. 65-66, 136). We do not say they were improper 
decisions; we cite them solely as examples of powers actually 
used. Federal Water’s contention (Fed. Br. 11-12) that the 
Commission’s opinion omits to state that the Commission had 
deemed the Third Plan “sufficiently meritorious” to be filed 
has no bearing upon the difficulty the Commission found in 
determining that the management’s duties to security holders 
had not been adversely affected by its conflicting interests, 
since the management controlled the timing of the filing of the 
plan and the withdrawal thereof. 

Likewise, Federal Water’s contention (Fed. Br. 11) that 
the Second Plan was filed as an alternative to and not as a 
substitute for the First Plan is without significance, since the 
management at one point in the reorganization proceeding 
exercised its reorganization powers by electing to stand firm 
on the Second Plan as a substitute for both the First and the 
Third Plans, which it then determined to withdraw (R. 66-67). 




41 


(b) The Reviewing Court May Not Substitute Its Judg¬ 
ment for That of the Administrative Agency If 
There Is Any Rationed Justification for the 
Agency’s Conclusions Based Upon Its Adminis¬ 
trative Experience. 

Petitioners argue that this Court should substitute its 
own, and they hope, conflicting, judgments for those of the 
Commission with respect to the nature and scope of man¬ 
agerial powers and duties in a voluntary reorganization 
under the Act; the areas of conflict between the interests of 
the management and those of the public investors; the haz¬ 
ards of harm to investors where a management undertakes 
to pursue its self-interests at the times when it is supposed 
to be undertaking a reorganization for the benefit of the 
investors; the difficulties of proving actual harm, e. g., in 
terms of delays in effectuating the plan; and the need for 
a remedy that will deny the management any profits from 
its self-motivated stock purchases before the Commission 
can be assured that the plan is “fair and equitable” and “pot 
detrimental to the interests of” investors, within the mean¬ 
ing of the Act. This contention is implicit in the entire 
argument of Chenery, et ah, and is expressed in the argu¬ 
ment of Federal Water in the form of the bald assertion 
that this Court “can take judicial notice of the fact that 
holding company managements do not and cannot act as the 
Commission suggests they might act if so inclined” (Fed. 
Br. 32). 

As in the Republic Aviation case, where the company 
had failed to overcome the Board’s inference that its no¬ 
solicitation rule operated to impair the right of the em¬ 
ployees to organize, so in the present case, Federal’s manage¬ 
ment failed to show that its purchases were unrelated to and 
could not have had any effect upon the reorganization. 
Indeed, the record showed clearly that it had bought the 
stock for the very purpose of preserving its control of 
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Federal’s system through the reorganization plan. Since 
the management’s purchases were plainly aimed at self¬ 
benefit out of the reorganization , and since its powers 
were so broad as to have enabled it to harm the public 
investors, and the corporation in the course of pursuing 
its self-interest, its actions could not be proven to have 
been actually harmless by subsequent disclaimers of inten¬ 
tion to harm and a request that the Commission set foot 
in a morass of subjective motives and intentions. As the 
Supreme Court declared in Virginia Electric & Power Co. 
v. N. L. R. B., 319 U.S. 533, 543 (1943) : 

“It is . . . wrong to fetter the Board’s discretion by 
compelling it to observe conventional common law or 
chancery principles in fashioning such an order, or 
to force it to inquire into the amount of damages actu¬ 
ally sustained. Whether and to what extent such mat¬ 
ters should be considered is a complex problem for the 
Board to decide in the light of its administrative expe¬ 
rience and knowledge.” (Emphasis supplied.) 

As we have shown, the Commission’s responsibility to 
apply to these facts the distillation of its broad administra¬ 
tive experience is founded on principles which lie close to 
the heart of the entire administrative process. To derive 
experience from day-to-day conduct in handling the peculiar 
problems of a particular field, and to use that experience in 
protecting public interests committed to their care, is one of 
the chief reasons for the creation of administrative agen¬ 
cies. That the Commission had the background requisite to 
explore this problem and to form seasoned judgments about 
it is evident not only from the Commission’s experience in 
administering the Holding Company Act, but also from its 
contact with reorganization problems generally in the 
course of performing its duties under Chapter X of the 
Bankruptcy Act and under the Investment Company Act 
and in conducting the investigations and studies reported 
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to Congress in the Protective Committee Report and the 
Investment Companies Report. 31 

It is precisely because administrative agencies acquire 
unique experience from daily contact with the specialized 
problems committed to their care that the courts will not 
undertake to substitute their judgment for that of the 
agency unless there is no rational basis for the agency’s de¬ 
termination. As the Supreme Court observed in the Chenery 
case (R. 108, 110) : 

“Through its preoccupation with the special prob¬ 
lems'of utility reorganizations the Commission accu¬ 
mulates an experience and insight denied to others. 

* * * # 

“If the action rests upon an administrative deter¬ 
mination — an exercise of judgment in an area which 
Congress has entrusted to the agency — of course it 
may not be set aside because the reviewing court might 
have made a different determination were it empow¬ 
ered to do so.” 

While the Supreme Court’s decision in the Chenei'y 
case is, of course, the law of the case, completely refuting 
the petitioners’ argument, it is patent that the Court was 
merely applying in this case a well-settled general limita¬ 
tion upon the scope of judicial review. See, e.g., Phelps 
Dodge Corp. v. N. L. R. B., 313 U.S. 177, 194-96 (1941) ; 
F. C. C. v. Pottsville Broadcasting Co., 309 U.S. 134,141-46 
(1940) ; Gray v. Powell, 314 U.S. 402, 411-12 (1941) ; and 
other cases cited, passim, herein. 

Petitioners have not squarely challenged the appro¬ 
priateness of limiting Federal’s management to cost plus 
4 percent interest with respect to the stock acquired in the 

31 Bankruptcy Act of 1938, §§172, 179, 190, 208, 222, 247, 
265a (11 U.S.C. §§572, et seq.); Investment Company Act of 
1940, §36 (15 U.S.C. §80a-35); S. E. C. Report on the Study 
and Investigation of the Work, Activities, Personnel and Func¬ 
tions of Protective and Reorganization Committees (1937- 
1940), Parts I-VIII; Report of the S. E. C. on Investment 
Trusts and Investment Companies (1938-1942), Parts 1-5. 
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reorganization, assuming the Commission has power to take 
any action dealing with its purchases otherwise than on 
a basis of equality. In the brief for Federal Water, how T - 
ever (Fed. Br. 47), there is criticism of so much of the 
Commission’s opinion as indicates that the profits of the 
management “would necessarily be at the expense of the 
public stockholders, both those wdio sold out and those who 
held their shares,” and in which it is added that those who 
sold out cannot be helped in these proceedings, but that as to 
those who remain the Commission could not make the af¬ 
firmative finding that permitting the management to real¬ 
ize its profit would be fair (R. 165-66). 

Federal Water argues that those who sold out must 
have been helped by added buying power incident to the 
management’s purchases, thereby ignoring the possibility 
that the inducement to the sales w T as in part uncertainty as 
to when the management would present a plan acceptable 
to the Commission. Again, with respect to the stockholders 
who remained, Federal Water urges that they could not 
have been harmed because “they received the participa¬ 
tion to which they were entitled under the plan.” Here Fed¬ 
eral Water ignores the harm to those security holders which 
* flowed from any delay in arriving at a fair and equitable plan 
resulting from the conflicting interests of the management. 
Apart from the question of timing over which the manage¬ 
ment had such a large measure of control, the argument 
assumes an impossible precision in the Commission’s deter¬ 
mination of problems of allocation which would render irrel¬ 
evant any effort to safeguard the integrity of the process 
by which plans are formulated and presented for Commis¬ 
sion approval. It also overlooks the unfairness of permit¬ 
ting a fiduciary to realize a profit from a course of conduct 
which, the Commission found, subjected the other security 
holders to risk by reason of the conflicting interests which 
were thereby created. 

In so far as this argument may reflect a criticism of 
the Commission for requiring surrender of profits to the 



45 


corporation in view of the impracticability of enforcing 
redress to the security holders who sold out, it may be noted 
that Congress itself had met a similar problem with a simi¬ 
lar remedy in Section 17(b) of the Holding Company Act 
and Section 16(b) of the Securities Exchange Act. 32 These 
provisions likewise allow corporations to recover manage¬ 
ment profits from short-term trading in the corporate secu¬ 
rities. It is likewise the remedy which Congress chose to 
embody explicitly in Section 212 of Chapter X of the Bank¬ 
ruptcy Act for the purpose of preventing reorganization 
managers under the Act from profiting by security transac¬ 
tions during the course of a reorganization thereunder. See 
S. Rep. No. 1916, 75th Cong., 3d Sess., pp. 33-34. 

This problem of the appropriate remedy, like the prob¬ 
lem of the proper factual inferences to be drawn on the 
basis of admitted facts, is one on which the courts have held 
that the administrative judgment is not to be overturned on 
review unless clearly erroneous. See Phelps Dodge Corp. v. 
N. L. R. B ., 313 U.S. 177,194-95; Virginia Electric & Power 
Co. v. N. L. R. B., 319 U.S. 533, 539-42. Compare Gemsco v. 
Walling , 324 U.S. 244, where the Wage-Hour Administra¬ 
tor’s order prohibiting all homework in the embroidery in¬ 
dustry was upheld as a necessary means of effectuating 
the minimum wage policies of the Act. 

III. THE COMMISSION’S ORDER IS NOT INVALID ON 
GROUNDS OF RETROACTIVITY. 

Petitioners’ arguments that the Commission’s order is 
“wholly arbitrary, particularly in its retroactive features,” 

32 It may be noted that the provisions of the Exchange 
Act with respect to surrender of profits from short-term trad¬ 
ing were criticized by members of the financial community 
on the theory that insiders’ trading is desirable in the alleged 
interest of a more active market. Congress was not persuaded 
by such arguments. 
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and that it violates the Fifth Amendment (Ch. Br. 27-36) , 33 
are interrelated and seem to us only another form of the 
argument that the Commission has misconstrued the man¬ 
date of the Supreme Court. 

As we have urged in Point I, it is our view that the 
mandate of the Supreme Court contemplated a reexamina¬ 
tion of the Commission’s decision in the light of the Court’s 
ruling that the equity precedents relied on by the Commis¬ 
sion in its first decision were inapplicable and, therefore, 
“established judicial doctrines do not condemn” the trans¬ 
actions in question. Assuming, as we there argue, that the 
Supreme Court contemplated a re-determination by the 
Commission of whether or not in this particular case the 
management’s stock should participate on a basis of equality 
with shares of other preferred stockholders, the scope of 
that re-determination included precisely what the Commis¬ 
sion has done upon the remand. In that connection we refer 
particularly to the language of the opinion: 

“Determination of what is ‘fair and equitable’ calls 
for the application of ethical standards to particular 
sets of facts. But these standards are not static. In 
evolving standards of fairness and equity, the Com¬ 
mission is not bound by settled judicial precedents. 
Congress certainly did not mean to preclude the formu- 


33 The Commission’s action in this case was no more a 
taking of property than frequently occurs in the lawful exer¬ 
cise of the Commerce Power. See Louisville & Nashville R. R. 
v. Mottley, 219 U.S. 467, 484 (1911); Philadelphia, etc., R. Co. 
v. Schubert, 224 U.S. 603 (1912); Addyston Pipe & Steel Co. 
v„ United States, 175 U.S. 211 (1899) ; United States v. South¬ 
ern Pacific Co., 259 U.S. 214 (1922). Compare the unchal¬ 
lenged taking of property under the Bankruptcy Power in 
Taylor v. Standard Gas & Electric Co., 306 U.S. 307 (1939). 
Federal Water’s related argument that the Commission’s ac¬ 
tion here was not a proper exercise of a conceded power, be¬ 
cause not expressed in the very words of the statute (Fed. Br. 
29, 40), is without merit for reasons already stated. Further¬ 
more, as the Supreme Court said in Phelps Dodge Corp. v. 
N. L. R. B., 313 U.S. 177, 196: “All we are entitled to ask is 
that the statute speak through the Board where the statute 
does not speak for itself.” 
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lation by the Commission of standards expressing a 
more sensitive regard for what is right and what is 
wrong than those prevalent at the time the Public 
Utility Holding Company Act of 1935 became law” 
(R. 105-106). 34 

The application of any standard, legal, equitable or 
ethical, to particular sets of facts, whether the application 
by a jury of the standard of due care, the application by a 
court of equity of equitable principles governing the conduct 
of fiduciaries, or the application by the Commission of the 
“fair and equitable” standard in the manner outlined in the 
above quotation from the Supreme Court opinion, may in 
each case be thought to involve some element of retroactiv¬ 
ity. If so, it is not the type of retroactivity which the law 


34 As part of their argument that the opinion of the Su¬ 
preme Court contemplated only a rule of prospective applica¬ 
tion, petitioners refer to the language in the first sentence of 
Section 11(e) authorizing registered holding companies or 
subsidiaries to submit plans “In accordance with such rules 
and regulations or orders as the Commission may deem neces¬ 
sary or appropriate . . .”. They contend that the rules and 
regulations or order referred to would have to be in effect 
when the plan was submitted (Ch. Br. 25-26). 

Once it be determined, as the opinion of the Supreme 
Court intimates, that the sentence in question is broad enough 
to include rules prescribing general standards as to what treat¬ 
ment in a plan might be fair and equitable, then this argument 
begs the whole question involved in the case. Moreover, it is 
clear in any event from the following sentence of Section 11 (e) 
that Congress intended the Commission to have power to make 
determinations as to fairness after the filing of a plan and the 
conclusion of hearings thereon when it provided that “If, after 
. . . hearing, the Commission shall find such plan . . . fair 
and equitable, the Commission shall make an order approving 
such plan.” The combined effect of the two sentences is to give 
the Commission the broadest possible power to deal with reor¬ 
ganization evils and Section 11 (e) in that respect is to be con¬ 
trasted with other provisions of the Act which limit the Com¬ 
mission to acting by rule. Cf. Section 17(b). The language 
quoted above in the text clearly contemplates that by an appli¬ 
cation of the fair and equitable standard the Commission is 
authorized to determine, on the facts of a particular case, the 
effect upon rights of participation of the conduct of particu¬ 
lar security holders in relation to the reorganization. Cf. Note 
8, supra, p. 18. 
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condemns. 3 -’’ See Phelps Dodge Corporation v. N. L. R. B., 
313 U.S. 177; Republic Aviation Corporation v. N. L. R. B., 

-U.S. -, 65 S. Ct. 982; and Virginia Electric & 

Power Co. v. N. L. R. B., 319 U.S. 533, in all of which the 
administrative remedy contained substantial elements of 
retroactivity. 

Petitioners appear to argue that since administrative 
agencies, unlike courts, have the power to lay down rules 
applicable to future cases and are thus not limited to de¬ 
ciding the particular case before them, they should be limited 
to laying down rules applicable to future cases where no 
applicable precedent governs the particular decision before 
them. The consequence of accepting such an argument as a 
limitation upon the powers of an administrative agency 
would obviously defeat the intention of Congress in provid¬ 
ing administrative machinery for the very purpose of af¬ 
fording more complete and adequate facilities to cope with 
reorganization abuses than are available to the courts (R. 
106-108) . 36 

Viewing the problem as one of administrative discre¬ 
tion, however, we freely concede that under some circum- 

33 As Dodd has put it “the only retroactive effect of the 
order was to deprive the officers and directors of a hoped for 
profit.” 56 Harv. L. Rev. 1002, 1006. 

36 Of the necessity and propriety of case-by-case deter¬ 
minations in the administrative field there can be no question. 
The Report of the Attorney General's Committee on Adminis¬ 
trative Procedure in Government Agencies (S. Doc. No. 8, 
77th Cong., 1st Sess.) makes this point clearly (p. 29) : 

“. . . administrative agencies, like the courts, must often 
develop their jurisprudence in a piecemeal manner, 
through case-by-case consideration of particularized con¬ 
troversies. This is so partly because the full variety of 
circumstance can infrequently be perceived in advance. 
Partly, too, it is necessitated by the circumstances of the 
agencies’ creation. Often an agency has been entrusted 
with responsible duties in an area in which experience 
is yet to be won, and where premature rigidifying of 
policies may prove to be harmful in the extreme. Some¬ 
times, moreover, it is the very justification of an admin¬ 
istrative agency’s existence that it may exercise discre¬ 
tion in dealing with individual problems which are diffi¬ 
cult to fit within the too inflexible boundaries of rules.” 
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stances it may be appropriate for the administrative agency 
to limit itself to announcement of future policy or the pre¬ 
scription of a rule applicable to future cases. Chenery Cor¬ 
poration makes the point (Ch. Br. 32) that “the Commis¬ 
sion now is well aware that prohibitions involving the pro¬ 
mulgation of new policies should be prospective in their op¬ 
eration,” citing in this connection the Commission’s deci¬ 
sion in Western Light and Telephone Company ,-S.E.C. 

-, Holding Company Act Release No. 5902 (July 2, 

1945), where a policy to preclude participation in competi¬ 
tive bidding on the part of a person employed as financial 
adviser by the issuer was announced for the future, al¬ 
though not applied to the particular case. An earlier in¬ 
stance might have been cited. 37 Of course, the Commission 
recognizes that under some circumstances it is appropriate 
to follow such a course. 

The Commission concluded that it would be inappro¬ 
priate in the instant case to limit itself to an announcement 
of future policy because the contrary course “would give the 
intervenors a premium for risking the interests of the pub¬ 
lic investors, to the detriment of the latter, and, as well, to 
the detriment of investors in many other holding company 
securities, and of the public interest, within the meaning of 
Sections 7(d) (6) and 7(e).” In other words, if fiduciaries 
because of the mere absence of any prohibition in the Act or 
rules of the Commission, or the absence of an established 
judicial doctrine condemning particular practices, may 
pursue their personal advantage where their program cre¬ 
ates conflicting interests and consequent risk of harm to 
public security holders, there will remain a danger that the 
mere lack of foresight by the governmental agencies con- 

37 El Paso Electric Co., 8 S.E.C. 366, 377-78 (1940), where 
reliance upon the existence of prior Commission decisions 
which might have been considered to have reached a contrary 
result was held to justify non-application of the newly an¬ 
nounced standards in the pending case. To the same effect, see 

Mississippi River Power Company, -S.E.C.-, Holding 

Company Act Release No. 5776, pp. 27-28 (May 4,1945). 


i 
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cerned will permit a “lax view of fiduciary obligations’ 7 
which the Supreme Court has rejected, and thus seriously 
impede the realization of the safeguards which Congress 
hoped to accomplish through “Commission approval of re¬ 
organization plans and supervision of the conditions under 
which such plans are prepared”—to make it “impossible 
for a group of favored insiders to continue their domination 
over inarticulate and helpless minorities, or even as is often 
the case, majorities . . Sen. Rep. No. 621, 74th Cong., 
1st Sess., p. 28. 

Another circumstance adverted to by the Commission 
in justification of its determination in the present case was 
that the intervenors were not “acting w’holly in a legal 
vacuum” when they bought the preferred stock of Federal 
and may reasonably have expected to anticipate some risk 
of challenge to their purchase program. The Commission 
ref erred to the criticism which had actually been voiced at 
the hearings with respect to their early purchases of pre¬ 
ferred stock, and to the “climate of opinion” evidenced by 
Bankruptcy Act provisions somewhat analogous to the prin¬ 
ciple which the Commission applied in this case. 

It may be noted that petitioners do not claim to rely 
on any affirmative Commission ruling as to the propriety 
of their purchase program or even upon any Commission 
rule or precedent of general applicability. There is thus no 
basis whatever for injecting into this case, as petitioners 
do (Ch. Br. 31), Section 20(d) of the Act and the policy 
therein expressed to protect against subsequent liability a 
person who acted in good faith in reliance upon a Commis¬ 
sion rule, regulation, or order w T hich was not invalidated 
until after the event. 

The Commission’s approach to the problem—of weigh¬ 
ing the mischiefs of a contrary course of action—is fully sup¬ 
ported by the recent decision of the Supreme Court in Addi¬ 
son v. Holly Hill Fruit Products f Inc., 322 U.S. 607 (1944), 
and the cases cited therein, including Genercd American 
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Tank Car Corp. v. El Dorado Terminal Co., 308 U.S. 422, 
of which the Court observed (p. 622) : 

“The petition for rehearing claimed that our decision 
involved retroactivity. 309 U.S. 694, 84 L. Ed. 1035, 
60 S. Ct. 465. So it did. But as against retroactivity 
we balanced the considerations that made retroactivity 
seem the lesser evil.” 

Since the Commission had the responsibility of decid¬ 
ing in the first instance whether to limit itself to laying 
down standards applicable to future cases, or whether in 
the application of the fair and equitable standard it should 
limit the management purchases to cost, we submit that its 
order is open to attack only on the ground that its determi¬ 
nation was without rational basis. On any realistic ap¬ 
praisal of the relationship of the management purchase pro¬ 
gram to the integrity of the reorganization process, no such 
showing can be made. 

CONCLUSION 

The order of the Commission should be affirmed. 

Respectfully submitted, 

Roger S. Foster, 

Solicitor 

Morton E. Yohalem, 

Counsel , Public Utilities 
Division 

Theodore L. Thau, 

Special Assistant to the 
Solicitor 

Attorneys for the 

Securities and Exchange Commission , 
18th and Locust Streets, 

Philadelphia 3, Pa. 


September, 1945. 
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Petition for Review of Orders of Securities and Exchange 

Commission. 

Filed Mar 22 1945 

IX THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA 

No. 8977. 

Chenery Corporation, H. M. Erskine, R. H. Neilson, et 
al., Petitioners, 

v. 

Securities and Exchange Commission, Respondent . 

To the United States Court of Appeals for the District of 
Columbia: 

The petition of Chenery Corporation, H. M. Erskine, 
R. H. Xeilson, W. A. Culin, F. T. Tansill, H. D. McHenry, 
T. H. Wiggin, C. M. Chenery, J. N. Greene, H. G. Calder, 
C. P. Rather, William E. Matthews, III, C. van den Berg, 
Jr., W. R. Edwards, Watson Dark, E. C. Deal, F. R. Harris, 
and E. C. Elliott (hereinafter called “the petitioners”), 
respectfully represents: 

a) 

The Nature of the Proceedings as to Which Review Is 

Sought. 

Petitioners seek review of an order issued by the Securi¬ 
ties and Exhange Commission February 7, 1945, in certain 
proceedings entitled “In the Matter of Federal Water Ser¬ 
vice Corporation, Utility Operators Company, Federal 
Water and Gas Corporation, File Nos. 34-9, 34-41, 70-28 
(Public Utility Holding Company Act of 1935).” The 
nature of these proceedings is more fully set forth in Part 
(2) hereof. 
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( 2 ) 


The Facts and Statutes Upon Which Jurisdiction Is Based. 


(A) Federal Water Service Corporation, a Delaware 
corporation (hereinafter called Federal), was a holding 
company owning securities of subsidiaries which operated 
water, gas, electric and other properties. November 8, 
1937, Federal registered with the Securities and Exchange 
Commission under the Public Utility Holding Company 
Act of 1935, and filed with the Commission, pursuant to 
Section 7 of said act and the rules of the Commission an 
application for a report on a plan of reorganization, and 
declarations regarding the alteration of rights of holders 
of outstanding securities and the solicitation of consents. 
The application and declarations set forth a plan for the 
voluntary reorganization of Federal, to be accomplished 
by amendment to its certificate of incorporation pursuant 
to Section 26 of the Delaware Corporation Law, and by a 
reduction in its capital pursuant to Section 28 of the Del¬ 
aware Corporation law. At the time of the filing of the 
application and declarations, Federal had outstanding six 
classes or series of stock: $7, $6.50, $6, $4 series preferred 
stock, Class A stock and Class B stock. Dividends in ar¬ 
rears had accumulated on all series of preferred stock and 
upon the Class A stock. Federal had valuable assets and 
had substantial annual net income, but, by reason of earlier 
losses and depreciation in the value of investments, the 
corporation had a capital deficit which under Delaware Law 
prevented the payment of dividends. The directors of Fed¬ 
eral desired to simplify its corporate structure and to 
eliminate the capital deficit by reduction of capital, and 
thus to enable the corporation to resume the payment of 
dividends. 


(B) The Commission objected to the plan first proposed, 
new plans were filed, and continued discussions were had 
with representatives of the Commission toward the devel¬ 
opment of a plan which the Commission would permit to 
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become effective under the Public Utility Holding Company 
Act of 1935, which would comply with the Law of Delaware 
as to the rights of holders of preferred stock to arrears of 
dividends, and which would also command the necessary 
consent of the stockholders of Federal as required by Del¬ 
aware Law. After the decision on January 16, 1940, in 
Havender v. Federal United Corporation, 11 A. (2d) 331, 
which established that under Delaware Law preferred stock 
together with dividends in arrears thereon might be con¬ 
verted into new securities through a merger, Federal filed 
with the Commission on March 30, 1940, amendments to its 
application and declarations, setting forth a new plan of 
reorganization by way of merger. These amendments pro¬ 
posed the merger into Federal of two other Delaware cor¬ 
porations, Utility Operators Company and Federal Water 
and Gas Corporation. Utility Operators Company, the 
stock of which was largely owned by officers and employees 
of Federal and its subsidiary companies, owned all of the 
Class B stock of Federal. Federal owned all of the stock: 
of Federal Water and Gas Corporation. Utility Operators 
Company and Federal Water and Gas Corporation also 
filed with the Commission declarations regarding the alter¬ 
ation of the rights of the holders of their securities in ac¬ 
cordance with the proposed merger agreement. 

(C) During the period from November 8, 1937, to June 
30, 1940, the petitioners purchased preferred stock in Fed¬ 
eral in amounts as follows: 
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$6.00 

Shares 

$6.50 

$7.00 

Name 

Preferred Preferred Preferred 

Chenery Corporation 

3860 

3547 

1211 

H. M. Erskine 

25 

50 

_ ! 

R. H. Neilson 

10 

— 

| 

W. A. Culin 

50 

110 

______ 

F. T. Tansill 

—- 

65 

i 

H. D. McHenry 

— 

75 

15 

T. H. Wiggin 

50 

30 

i 

C. M. Chenery 

150 

170 

j 

J. N. Greene 

45 

— 


H. G. Calder 

— 

40 

| 

C. P. Rather 

110 

310 

_ 

Wm. E. Matthews, III 

— 

65 

1 

C. van den Berg, Jr. 

25 

1535 

140 

W. R. Edwards 

100 

— 

— 

Watson Dark 

5 

160 

60 

E. C. Deal 

85 

— 

! 

F. R. Harris 

130 

173 

40 ! 

E. C. Elliott 

27 

— 

1 


C. M. Chenery sold 125 shares of the $6.00 preferred 
stock and 20 shares of the $6.50 preferred stock, and C. 
van den Berg, Jr., sold 25 shares of the $6.00 preferred 
stock and 700 shares of the $6.50 preferred stock. When 
these purchases and sales were made the petitioners other 
than Chenery Corporation were officers or directors of 
Federal or of Utility Operators Company. Petitioner 
Chenery Corporation is a family holding company which 
had nine stockholders, of whom two, wffio owned approxi¬ 
mately 47% of the stock of Chenery Corporation, were 
officers or directors of Federal or Utility Operators Com¬ 
pany. All of these purchases and sales of stock in Federal 
were currently reported to the Commission by the pur¬ 
chasers as required by Section 17 of the Public Utility 
Holding Company Act of 1935. 

(D) June 29, 1940, the Commission issued tentative find¬ 
ings in which the question was raised for the first time 
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whether the preferred stock which had been purchased by 
officers and directors of Federal or Utility Operators Com¬ 
pany and by Chenery Corporation while plans of reorgan¬ 
ization were pending before the Commission should be 
treated on any different basis than other preferred stock. 
Hearings were had on this question, and testimony was in¬ 
troduced establishing that all such stock had been pur¬ 
chased through brokers in the over-the-counter market at 
prices prevailing from time to time, except 2700 shares ac¬ 
quired by Chenery Corporation from an investment bank¬ 
ing house in exchange for debenture bonds of Federal. A 
partner of the investment banking house testified that he 
was fully acquainted with the value of the stock and bonds, 
and that it had been a most satisfactory trade. C. T. 
Chenery, the President of Federal, testified that he had ad¬ 
vised the purchases of preferred stock of Federal by the 
Chenery Corporation and by the individual officers and 
directors, because he believed that the preferred stock 'was 
a very good investment, and because by its purchase the 
management could maintain a voting interest if the B 
stock should be eliminated. 

(E) March 24,1941, the Commission filed formal findings 
and an opinion in the proceeding. The plan then under con¬ 
sideration had contemplated the conversion of the four 
classes of preferred into new common stock. The Commis¬ 
sion stated that the plan could not be approved in so far 
as it provided for participation of the preferred shares 
purchased by officers or directors of Federal or Utility 
Operators Company, or by the Chenery Corporation, after 
November 8, 1937, on a parity with other shares of pre¬ 
ferred stock of the same class. The Commission found 
that “the provisions for participation by the preferred 
stock held by the management result in the terms of 
issuance of new securities being detrimental to the interest 
of investors and the plan being unfair and inequitable.” 
Entry of an order was deferred, and it was stated that 
further consideration would be given to the matter if Fed- 



eral filed amendments to its proposed plan designed to cnre 
this and other alleged defects therein. 

(F) Thereafter amendments to the declarations and ap¬ 
plications were filed by the corporations in order to present 
a plan which complied with the findings and opinion of the 
Commission. The proposed merger agreement was 
amended to provide among other things that no shares of 
common stock of the surviving corporation should be issued 
for the shares of preferred stock of Federal purchased 
since November 8, 1937, by Chenery Corporation or by the 
individual petitioners when they were officers or directors 
of Federal or of Utility Operators Company, but that each 
such purchaser should receive upon surrender of such 
stock to the surviving corporation the cost of such stock 
with interest at 4% per annum from the dates of its pur¬ 
chase to the effective date of the merger agreement. It 
was further provided in effect that the petitioners should 
account to the surviving corporation for any profit realized 
on any such stock as had been sold by them. 

(G) August 15, 1941, the petitioners filed an application 
for leave to intervene in the proceedings before the Commis¬ 
sion, and objected to the approval of any plan of reorgani¬ 
zation containing a provision to the effect that the prefer¬ 
red stock purchased by the petitioners should be treated 
on a less favorable basis than other preferred stock of the 
same class. 

(H) August 18, 1941, the Commission ordered that the 
petitioners be permitted to intervene and become parties 
to the proceeding, with leave to file a brief. 

(I) September 24, 1941, the Commission made a report 
on the amended plan of reorganization, entered supple¬ 
mental findings and opinion, and issued an order permitting 
the declarations, as amended in conformity with the Com¬ 
mission’s opinion of March 24, 1941, to become effective, 
and granting the applications as amended. The effect of 
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this order was to deny the prayers contained in the inter¬ 
vening petition filed by these petitioners. 

(J) October 22, 1941, these petitioners filed a petition in 
tills Court for review of the order of the Securities and 
Exchange Commission of September 24, 1941, and prayed 
that said order be modified or set aside to the extent neces¬ 
sary to treat these petitioners on the same basis as other 
holders of preferred stock of Federal of the same class. 
The proceedings were given No. 8074 in this Court. 

(K) April 27, 1942, this Court entered its opinion hold¬ 
ing that there was no regulation of the Commission, no 
provision of the statute, and no rule of common law or 
equity prohibiting the purchase of stock by an officer or 
director while reorganization proceedings were pending, 
and that the action by the Commission was “neither more 
nor less than retrospective legislation.” An order was 
entered reversing the order of the Securities and Exchange 
Commission of September 24, 1941, and remanding the 
case for further proceedings in conformity with the opin¬ 
ion of the Court. 

(L) July 25, 1942, the Securities and Exchange Commis¬ 
sion filed a petition for certiorari in the Supreme Court of 
the United States and certiorari was granted October 12, 
1942. 

(M) February 1, 1943, the Supreme Court of the United 
States entered its opinion holding that: 

“Had the Commission, acting upon its experience and 
peculiar competence, promulgated a general rule of which 
its order here was a particular application, the problem for 
our consideration would be very different. * * * But before 
transactions otherwise legal can be outlawed or denied 
their usual business consequences, they must fall under the 
ban of some standards of conduct prescribed by an agency 
of government authorized to prescribe such standards— 
either the courts or Congress or’ an agency to which Con- 
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gress has delegated its authority. Congress itself did not 
proscribe the respondents’ purchases of preferred stock in 
Federal. Established judicial doctrines do not condemn 
these transactions. Nor has the Commission, acting under 
the rule-making powers delegated to it by Sec. 11(e), pro¬ 
mulgated new general standards of conduct. * * * 

“The Commission’s action cannot be upheld. * * • ” 

The case was remanded to the Court of Appeals with 
directions to remand to the Commission for such further 
proceedings, not inconsistent with the opinion, as might be 
appropriate. Securities and Exchange Commission v. 
Chenery Corporation, 318 U. S. 80. April 5, 1943, this 
Court issued an order on the mandate of the Supreme 
Court directing that the order of the Securities and Ex¬ 
change Commission be set aside and that the cause be re¬ 
manded to the Commission for such further proceedings 
not inconsistent with the opinion of the Supreme Court of 
the United States as might be appropriate. 

(N) Meanwhile the merger contemplated by the Commis¬ 
sion’s order of September 24, 1941, was completed accord¬ 
ing to the plan thereby approved, with a provision that no 
shares of common stock of the surviving corporation should 
be issued for shares of preferred stock of Federal pur¬ 
chased by the petitioners during the reorganization pro¬ 
ceedings. In view of the decision by the Supreme Court 
of the United States, Federal Water and Gas Corporation, 
the surviving corporation, on April 7, 1943, filed an appli¬ 
cation and declaration asking leave to submit to its stock¬ 
holders resolutions providing for an amendment and cor¬ 
rection of the merger agreement and for an amendment 
and correction of the certificate of reduction of capital so 
as to permit the issue of stock in the surviving corporation 
to these petitioners on a parity with other preferred stock¬ 
holders. On the same day these petitioners also filed a 
motion asking that such further proceedings be had as 
might be necessary to treat them on the same basis as other 
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holders of preferred stock of Federal of the same class,- 
and thereafter filed a brief urging that the application' 
filed by the corporation be approved. The matter was 
argued orally before the Commission on June 17, 1943, on 
the existing record. No new evidence was introduced. In 
their brief and argument these petitioners contended that 
any action by the Commission which did not permit the 
issue of stock to these petitioners on the same basis as other 
holders of preferred stock of Federal would be wholly arbi¬ 
trary, would be retroactive in effect and would constitute 
an attempt at retrospective legislation, would be unfair, 
inequitable and detrimental to the public interest and to 
the interest of investors, would violate the provisions of 
the Public Utility Holding Company Act of 1935, and would 
be erroneous and illegal, that the retrospective effect of 
such action would deprive the petitioners of property 
without due process of law in violation of the Fifth Amend¬ 
ment of the Constitution, and that such action would be 
inconsistent with the opinion of the Supreme Court of the 
United States and in violation of the order issued by this 
Court. 

(O) April 17, 1944, the Commission entered an order 
denying the application of Federal Water and Gas Cor¬ 
poration. The effect of this order was also to deny the 
motion of the petitioners that they be treated on the same 
basis as other holders of preferred stock of Federal of the 
same class, and to reaffirm the decision of September 24. 
1941. 

(P) The Commission on June 7, 1944, suspended the ef¬ 
fectiveness of the order of April 17, 1944, until further 
action by the Commission and set the matter down for re¬ 
argument on June 27, 1944. Reargument was had on the 
date fixed, these petitioners renewed their objections made 
at the previous argument, and the Commission took the 
case under advisement again. 
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(Q) February 7, 1945, the Commission entered an order 
again denying the application of Federal Water and Gas 
Corporation to amend the plan of reorganization, and 
ordering further that the plan of reorganization thereto¬ 
fore approved by the Commission’s order of September 
24, 1941, and the transactions contemplated by said plan 
be reapproved as of September 24, 1941. The effect of this 
order of February 7, 1945, was again to deny the motion 
of the petitioners that they be treated on the same basis 
as other holders of preferred stock of Federal of the same 
class. With its order of February 7, 1945, the Commission 
filed a statement of facts and conclusions in which the 
Commission stated as the basis of its decision: 

“As we understand the opinion of the Supreme Court, 
our determination of 1941 in this case was held to be un¬ 
supported by certain equity precedents on which we relied. 
And as we construe the Supreme Court’s mandate we are 
directed to re-examine the case and to decide on the facts, 
viewed in the light of that conclusion of the Court, whether 
our special experience in administering the legislative 
policy of the Act indicates a necessity for reaffirming our 
previous determination or whether, instead, our earlier 
ruling should be modified.” 

The decision of the Commission was that its previous 
determination should be reaffirmed. 

(R) This Court has jurisdiction to review the said order 
of February 7, 1945, under Section 24 of the Public Utility 
Holding Company Act of 1935, 49 Stat. 803, 15 USCA 
Sec. 79. 

( 3 ) 

The Relief Prayed. 

These petitioners pray that this Court review the order 
of the Commission of February 7, 1945, and that said order 
be modified or set aside to the extent necessary to treat 
these petitioners on the same basis as other holders of pre^ 
ferred stock of Federal of the same class. The petitioners 
ask such other relief as this Court may deem appropriate. 
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( 4 ) 

The Points Upon Which the Petitioners Intend to Rely. 

(A) The Commission erred in denying the application 
of Federal Water and Gas Corporation for leave to sub¬ 
mit to its stockholders resolutions providing for an amend¬ 
ment and correction of the merger agreement and for an 
amendment and correction of the certificate of reduction 
of capital, so as to permit the issue of stock in the surviving 
company to these petitioners on the same basis as other 
holders of preferred stock of Federal of the same class, 
and the Commission erred in not approving said applica¬ 
tion, and in not permitting the declaration filed therewith 
to become effective. 

(B) The Commission erred in reapproving those provi¬ 
sions of the amended plan of reorganization previously ap¬ 
proved by the Commission’s order of September 24, 1941, 
which provided that the preferred stock of Federal pur¬ 
chased by these petitioners since November 8, 1937, should 
be treated on a different basis from preferred stock of Fed¬ 
eral of the same class held by other stockholders. 

(C) The action taken by the Commission is wholly arbi¬ 
trary; it is retroactive in effect and constitutes an attempt 
at retrospective legislation; it is unfair, inequitable and 
detrimental to the public interest and to the interest of 
investors; it violates the provisions of the Public Utility 
Holding Company Act of 1935, and it is erroneous and 
illegal. Its retrospective effect deprives the petitioners 
of property without due process of law in violation of the 
Fifth Amendment of the Constitution. 

(D) The action taken by the Commission in reaffirming 
its previous determination, and in reapproving its order of 
September 24, 1941, is inconsistent with the opinion of the 
Supreme Court of the United States, and is in violation 
of the order issued by this Court directing that the order 
of the Commission of September 24, 1941, be set aside and 
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remanding the cause to the Commission for further pro¬ 
ceedings not inconsistent with said opinion. 

Respectfully submitted, 

CHENERY CORPORATION, 
H. M. Erskine, 

R. H. Neilson, 

W. A. Culin, 

F. T. Tansill, 

H. D. McHenry, 

T. H. Wiggin, 

C. M. Chenery, 

J. N. Greene, 

H. G. Calder, 

C. P. Rather, 

William E. Matthews, III, 

C. van den Berg, Jr., 

W. R. Edwards, 

Watson Dark, 

E. C. Deal, 

F. R. Harris, and 
E. C. Elliott, 

By Spencer Gordon, 

Attorney. 

Spencer Gordon, 

Virginia C. Duncombe 
Covington, Burling, Rublee, 

Acheson & Shorb 

Union Trust Building 
Washington 5, D. C. 

Attorneys for Petitioners. 
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Petition for Review of Order of Securities and Exchange 

Commission. 


Filed Mar 22 1945 

IN THE UNITED STATES COURT OF APPEALS 
FOR THE DISTRICT OF COLUMBIA 


No. 8978. 

Federal Water and Gas Corporation, Petitioner, 


v. 

Securities and Exchange Commission, Respondent. 


To the United States Court of Appeals for the District of 
Columbia: 

The petition of Federal Water and Gas Corporation 
(hereinafter called Petitioner) respectfully represents: 

1. The Nature of the Proceedings as to which 
Review is Sought. 

Petitioner seeks review of that part of an order of the 
Securities and Exchange Commission issued on February' 
7,1945, which denied an application and declaration of peti¬ 
tioner filed on April 7, 1943 in certain proceedings before 
the Commission entitled “In the Matter of Federal Water 
Service Corporation, Utility Operators Company, Federal 
Water and Gas Corporation, File Nos. 34-9, 34-41, 70-28, 
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Public Utility Holding Company Act of 1935.” Petitioner’s 
application and declaration was filed with the Commission 
following the remand to the Commission of the cause in 
this Court entitled “Chenery Corporation, et al, Peti¬ 
tioners v. Securities and Exchange Commission, Respond¬ 
ent, Federal Water and Gas Corporation, Intervener, No. 
SO-74”. That cause was brought to this Court pursuant 
to Section 24 of the Public Utility Holding Company Act 
of 1935 by Chenery Corporation, et al to review an order 
of the Securities and Exchange Commission entered in the 
proceedings before the Commission above referred to on 
September 24, 1941 and which order over the objections of 
Chenery Corporation, et al approved a merger agreement 
between Federal Water Service Corporation, Utility Oper¬ 
ators Company and Federal Water and Gas Corporation 
and permitted the same to be submitted to stockholders. 
The merger agreement at the direction of the Commission 
contained a provision discriminating against preferred 
stock owned by Chenery Corporation, et al and, instead of 
allowing such stock to be converted into the stock of peti¬ 
tioner as the surviving corporation on the same terms as 
other preferred stock of the same class required such pre¬ 
ferred stock to be surrendered to petitioner upon terms 
which permitted them to receive their cost of all preferred 
stock purchased after November 8, 1937 with interest at 
4% to the effective date of the merger. This Court held 
that the order of the Commission involved in the cause 
(w’hich involved only the discriminatory paragraph of the 
merger agreement) w T as beyond the power of the Commis¬ 
sion and unauthorized by the Public Utility Holding Com¬ 
pany Act of 1935 (Chenery Corporation, et al v. Securities 
and Exchange Commission, 75 App. D. C. 374, 128 F. (2d) 
303). On certiorari, the Supreme Court of the United 
States remanded the cause to this Court with directions to 
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remand to the Securities and Exchange Commission for 
such further proceedigns not inconsistent with the opinion 
of the Supreme Court as may be appropriate (Securities 
and Exchange Commission v. Chenery Corporation, et ai, 
31S U. S. 80). This Court entered its order on the mandate 
of the Supreme Court on April 5, 1943 setting aside the 
order of the Commission in the cause and remanding the 
cause to the Commission as directed by the Supreme Court. 

Upon the receipt by the Commission of this Court’s 
order on the mandate, petitioner filed its application and 
declaration, above referred to, submitting to the Commis¬ 
sion proposed resolutions of the Board of Directors of peti¬ 
tioner for the calling of a special stockholders meeting to 
consider and act upon a proposed amendment to the 
merger agreement. The amendment struck out the dis¬ 
criminatory paragraph of the merger agreement submitted 
to the stockholders of the constitutent companies on Sep¬ 
tember 26,1941 and in lieu thereof substituted a paragraph 
providing for the conversion of the outstanding shares of 
preferred stock of Federal Water Service Corporation 
owned by Chenery Corporation, et al into shares of stock 
of petitioner as the surviving corporation so that they 
would receive the stock of petitioner upon the same terms 
as others. The resolutions also proposed to correct the 
certificate of reduction of capital so as to bring it into con¬ 
formity with the increase in the amount of stock to be 
issued in pursuance of the amendment. Contempora¬ 
neously with the filing by petitioner of its application and 
declaration, Chenery Corporation, et al moved the Com¬ 
mission that such further proceedings be had as may be 
necessary to treat them on the same basis as other holders 
of preferred stock of Federal Water Service Corporation 
of the same class. The Commission set petitioner’s appli¬ 
cation and declaration and the motion of Chenery Corpor¬ 
ation, et al down for hearing on June 17,1943. The matters 
were argued on the original record which was before this 
Court and the Supreme Court supplemented by the record 
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of the court proceedings, petitioner’s declaration and appli¬ 
cation and the motion of Chenery Corporation, et al. No 
testimony was taken. 

On April 17, 1944, the Commission issued an order with 
accompanying findings and opinion denying petitioner’s 
application. The findings and opinion of the Commission 
contained numerous unjustified statements of fact and 
opinion. C. T. Chenery, personally, objected strongly to 
such statements and the Commission, on June 7, 1944, of 
its own motion issued an order reopening the proceedings 
for reargument and suspending the effectiveness of the 
order of April 17, 1944 until further action by the Com¬ 
mission. The reargument was held on the day set. 

On February 7, 1945 the Commission entered its order 
with accompanying findings and opinion again denying 
petitioner’s application to amend the plan of reorganiza¬ 
tion. 

The findings and opinion of the Commission withdrew 
the findings and opinion of April 17, 1944 and substituted 
those of February 7,1945 therefor. The Commission inter¬ 
preted the opinion of the Supreme Court as follows: 

“As we understand the opinion of the Supreme Court, 
our determination of 1941 in this case was held to be un¬ 
supported by certain equity precedents on which we relied. 
And as we construe the Supreme Court’s mandate we are 
directed to reexamine the case and to decide on the facts, 
viewed in the light of that conclusion of the Court, whether 
our special experience in administering the legislative 
policy of the Act indicates a necessity for reaffirming our 
previous determination or whether, instead, our earlier 
ruling should be modified.” 

The Commission’s conclusion was that its previous de¬ 
termination should be reaffirmed. It stated that it was 
unable to find that the plan, if amended as proposed, would 
be “fair and equitable to the persons affected thereby” 
within the meaning of Section 11(e) of the Act; that the 
plan would involve the issuance of securities on terms 
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“detrimental to the public interest and the interest of in¬ 
vestors” forbidden by Sections 7(d)(6) and 7(e) of the 
Act, and would result in an unfair and inequitabl distri¬ 
bution of voting pow’er within the meaning of the latter 
section. 

2. The Facts and Statutes upon which Jurisdiction 

is Based. 

In addition to the facts above set forth, petitioner also 
refers to the following: 

Petitioner was organized under the Laws of Delaware 
in 1926 under the name Federal Water Service Corpora¬ 
tion. Utility Operators Company was organizd under the 
Laws of Delaware in 1931 and by transactions with Central 
Hanover Bank and Trust Company in 1932 and with The 
Chase National Bank of the City of New York in 1934 ac¬ 
quired all of the Class B stock of Federal Water Service 
Corporation at a cost of $605,249. The stock of Utility 
Operators Company was owned by officers and employees 
of Federal Water Service Corporation and its subsidiary 
companies. 

At all times since the acquisition of the Class B stock 
of Federal by Utility Operators Company a majority of 
the Board of Directors of Federal have not been officers 
of Federal or any of its subsidiary companies and have 
not been interested in Utility Operators Company. 

Federal Water Service Corporation suspended dividends 
on any class of stock in 1931 and until about 1936 the in¬ 
come which it was able to take down from its subsidiaries 
was insufficient to enable it to pay dividends on any class 
of stock. 

In 1936 conditions had improved so that the company had 
current earnings which it could use to pay dividends on 
its preferred stock but under the Delaware Corporation 
Law (Section 34), the directors of Federal could not de¬ 
clare dividends as the value of its assets was less than the 
capital represented by the shares of stock entitled to a 
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preference on the distribution of assets. Accordingly, 
consideration was given to a plan to reduce the capital of 
the corporation so as to permit the payment of dividends 
and to reclassify the stock of the corporation so as to bring 
its capital structure into line with assets and earnings. 

By reason of the fact that part of the income of subsid¬ 
iaries of Federal was derived from the retail distribution 
of electricity and gas, Federal became subject to the re¬ 
quirements of the Public Utility Holding Company Act of 
1935. The proportion of such income compared with the 
income derived from water operations and natural gas 
pipe-line operations was so small that Federal applied for 
an exemption under the Public Utility Holding Company 
Act pursuant to Section 3(a)(3) of the Act. While this 
application was pending undetermined, it having been 
filed in good faith, Federal was not required to register 
under the Act. It submitted to its stockholders in Octo¬ 
ber, 1936, a plan of recapitalization under Section 26 of the 
Delaware Corporation Law which reclassified its preferred 
and Class A stocks together with dividends in arrears into 
a new Class A stock. This plan had to be withdrawn be¬ 
cause after it had been submitted to stockholders, the 
Supreme Court of Delaware on November 10, 1936 in 
Keller v. Wilson & Co., Inc. 190 Atl. 115, reversed the Chan¬ 
cellor and held that dividends in arrears could not be dealt 
with in a reclassification proceeding as proposed in the 
plan. 

In 1937 Federal took up with the staff of the Commis¬ 
sion the question of reducing the capital of the corporation 
in order that dividends might be paid on the preferred 
stock. It was advised that in the opinion of the staff, the 
Commission would not look with favor upon a reduction of 
capital because it would reduce the capital represented by 
the no par value preferred and Class A stocks below the 
liquidating rights of such stocks. Federal did not believe 
that this was an adequate reason for preventing it from 
reducing its capital in order that it might pay dividends on 
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the preferred stock but it did not desire to press the point 
if a reclassification plan could also be accomplished which 
would satisfy the Commission. 

After further discussions with the staff as to reclassifi¬ 
cation plans and after Federal had been informed that the 
staff considered that a proposed plan of reclassification 
was within the discretionary power of the Commission to 
approve, on November 8, 1937, it withdrew its application 
for exemption, registered under the Act and filed a declar¬ 
ation under Section 7 and an application pursuant to Rule 
12E-4 for a report on this plan of reclassification of stock 
and reduction of capital and a declaration pursuant to 
Rule 12E-5 as to solicitation of consents. 

In April, 1938, Federal was advised by the staff of the 
Commission that it was not prepared to recommend to the 
Commission the plan of reorganization that had been filed 
on November 8, 1937 and Federal filed an alternative plan 
for the reduction in the capital of the corporation on May 
19,1938, the application for the report with respect to this 
plan stating that applicant believed that the plan of re¬ 
organization described in its application of November 8, 
1937 was better for applicant and for all classes of its 
stockholders, but that it was possible that the Securities 
and Exchange Commission might determine not to permit 
the declaration on Form U-7 filed on November 8, 1937 to 
become effective and in this event applicant desired the 
Commission to consider and pass upon the alternative plan 
for the reduction of capital. A hearing was held with 
respect to this plan on August 5, 1938, but no decision was 
rendered on the two plans then before the Commission. 
Nothing further took place after the hearing in August 
until at a conference with the staff in December, 1938, it 
seemed as if there could be agreement between the staff and 
the company with respect to a reclassification plan which 
could be accomplished under the Laws of Delaware and 
receive the vote of stockholders. This plan, before it was 
filed was submitted to the Commission, and upon being ad- 
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vised that the Commission considered the plan sufficiently 
meritorious to make appropriate the filing of a formal 
application for approval thereof, the Commission reserv- ' 
ing the right to disapprove the plan if concrete facts 
developed at the hearing made such disapproval necessary, 
Federal filed the third plan on May 11, 1939. A hearing was 
held on this plan on June 1, but adjourned because of a 
decision by the Chancellor in Havender v. Federal United 
Corporation, 6 A. (2d) 618, rendered on June 2,1939, which 
made the plan impracticable until the law of Delaware was 
clarified. The Commission refused to adjourn the hearings 
on the third plan until an expected appeal in the Havender 
case was decided, and the capital reduction plan was rein¬ 
stated on August 9, 1939, hearings being completed with 
respect to this plan on August 31, 1939. No decision was 
rendered by the Commission, and on January 16, 1940 the 
Havender case was reversed by the Supreme Court of 
Delaware, which held that a corporation by merger with a 
wholly-owned subsidiary could deal with arrears in divi¬ 
dends under Section 59 of the Delaware Corporation Law 
in a manner not permitted by Keller v. Wilson & Co. in a 
reclassification proceeding under Section 26 of the Dela¬ 
ware Corporation Law. Federal United Corporation v. 
Havender, 11 A.(2d) 331. 

On March 30, 1940, Federal amended its application 
which was on file with the Commission pursuant to Rule 
12E-4 and its declaration under Rule 12E-5 with respect to 
the capital reduction plan and requested the Commission’s 
report on a proposed merger between Federal Water Ser¬ 
vice Corporation, Utility Operators Company and Federal 
Water and Gas Corporation (File No. 34-9). Federal 
Water Service Corporation and Utility Operators Com¬ 
pany at the same time filed a joint declaration with respect 
to the merger plan under Section 7 (File No. 70-28) and 
Utility Operators Company filed an application pursuant 
to Rule 12E-4 for a report and a declaration pursuant to 
Rule 12E-5 as to solicitation of consents (File No. 34-41). 
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Chenery Corporation and certain individuals who were 
officers or directors of Utility Operators Company or Fed¬ 
eral Water Service Corporation purchased preferred stock 
of Federal Water Service Corporation on the open market 
during the period from November 8, 1937 to January 10, 
1940. These purchases for the period from November 9, 
1937 to May 11, 1939 were included in the list of purchases 
and sales by officers and directors filed with the application 
pursuant to Rule 12E-4 on May 11, 1939 and the purchases 
from May 12, 1939 to March 30, 1940 were included in the 
list filed with the application of March 30, 1940. On June 
10, 1940 Chenery Corporation acquired 2700 shares of pre¬ 
ferred stock by private negotiation with an investment 
banking house. 

Reports as to all purchases and sales were also made to 
the Commission on the forms prescribed by the Commis¬ 
sion pursuant to Section 17 of the Public Utility Holding 
Company Act. 

On June 29, 1940, the Commission issued its tentative 
findings and opinion as to the merger plan. It suggested 
the possibility that preferred stock which had been pur¬ 
chased by Chenery Corporation and individuals who were 
officers or directors of Federal or Utility Operators Com¬ 
pany might not be permitted to share in the reorganization 
upon the same basis as other preferred stock. The findings 
and opinion referred to Pepper v. Litton, 308 U. S. 295 and 
In re Norcor Mfg. Co., 109 F. (2d) 407, and said: 

‘‘While it may be that the facts in the present case differ 
sufficiently from those in the Norcor case, supra, to render 
inapplicable here the principles there applied, we do not 
regard the question as entirely free from doubt.” 

In a footnote, it was stated: 

“It should be borne in mind that here, as is frequently 
the case, the discretion and judgment of the management 
is, as a practical matter, largely determinative not only of 
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what kind of a plan of voluntary reorganization shall be 
proposed but of when it shall be proposed.” 

Hearings were held on July 22, July 23 and July 24, 1940 
to take testimony with respect to officers’ and directors’ 
purchases, and the matter was argued on August 22, 1940. 
The Commission rendered its decision on the merger plan 
on March 24, 1941, in which it was held that the provisions 
for participation of the preferred stock by the manage¬ 
ment result in the terms of issuance of the new securities 
being detrimental to the interest of investors and the plan 
being unfair and inequitable. The Commission withheld 
entry of an order, refusing to permit the declarations to 
become effective, for a period of thirty days in order that 
Federal might file amendments to its proposal designed to 
cure the defects in the plan pointed out. The Commission 
further stated that its staff would be available for consul¬ 
tation with Federal with respect to the matter of partici¬ 
pation of such preferred stock. 

In order not to delay the consummation of the reorgani¬ 
zation and the reduction in the capital of Federal which 
would permit the payment of dividends, Federal and Util- 
it Operators Company filed an amendment to the merger 
agreement providing in substance that the shares of pre¬ 
ferred stock of Federal purchased by Chenery Corporation 
or by officers or directors of Federal or Utility Operators 
Company since November 8, 1937 and owned by them at 
the effective date of the merger agreement should upon the 
merger agreement becoming effective be purchasd by the 
surviving corporation for retirement and such holders 
should be entitled to receive and the surviving corporation 
should be obligated to pay on the surrender of certificates 
for such stock for retirement the actual cost of such stock 
to the holder together with interest upon such cost of 4% 
from the date of its or his purchase of such stock to the 
effective date of the merger agreement. This provision 
was deemed by the staff to be inadequate to satisfy the 
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Commission’s opinion on March 24, 1941 in that it did not 
guard against the possibility that Chenery Corporation or 
the individual stockholders affected by the Commission’s 
opinion might sell their preferred stock before the merger 
agreement became effective. In order to satisfy the Com¬ 
mission on this point, Federal solicited and obtained from 
Chenery Corporation and the individuals affected by the 
Commission’s opinion of March 24, 1941, individual agree¬ 
ments in the following form: 

“Know all men by these presents that 

Whereas Federal Water Service Corporation, Utility 
Operators Company and Federal Water and Gas Corpor¬ 
ation have filed a proposed merger agreement between said 
corporations with the Securities and Exchange Commis¬ 
sion in proceedings pending before the Commission under 
the Public Utility Holding Company Act of 1935, and 

Whereas Federal Water Service Corporation has re¬ 
quested the undersigned to execute this agreement in order 
to assist Federal Water Service Corporation in securing 
the approval of the Securities and Exchange Commission 
to said merger agreement and any amendments that may 
be made thereto (said merger agreement and all amend¬ 
ments thereto being hereinafter referred to as the pro¬ 
posed merger agreement), 

Now, Therefore, in consideration of the premises and in 
consideration of the reliance of Federal Water Service 
Corporation upon the obligations contained in this instru¬ 
ment, 

This Instrument, Witnesseth, 

1. That I am firmly obligated to Federal Water Service 
Corporation to hold the shares of preferred stock of Fed¬ 
eral Water Service Corporation now owned by me and 
which were purchased by me after November S, 1937 and 
not to sell or otherwise dispose of the same until November 
1,1941 unless prior to that date the proposed merger agree¬ 
ment becomes effective or is abandoned. 
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2. That if said proposed merger agreement does not for 
any reason become effective as provided therein prior to 
November 1, 1941, this instrument is void and of no force 
or effect for any purpose whatever and without affecting 
the generality of the foregoing, specifically this agreement 
shall not at any time be construed as or deemed to be an 
admission by me that the stock which I own and which 
was purchased by me after November 8,1937 is in any way 
different from or entitled to any different or other rights 
than the preferred stock of the same series owned by any 
other holder. 

3. That this instrument shall not be construed as a 
waiver of any right I may have to review in the manner 
provided by law any decision of the Securities and Ex¬ 
change Commission or to take such action as I may be ad¬ 
vised to protect my rights as they may be established on 
such review. 

In Witness Whereof, I have hereunto set my hand and 
seal this day of , 1941. 

.(L.S.) ” 

One officer of a subsidiarv who was included in the Com- 
mission’s opinion because he was a director of Utility 
Operators Company did not own any preferred stock of 
Federal at the time of the Commission’s opinion of March 
24, 1941. He had, however, purchased 30 shares of pre¬ 
ferred stock after November 8, 1937, and sold them on 
February 11, 1941 at a profit of $94.35. He gave his check 
to Federal for this amount accompanied by a letter agree¬ 
ment reading in part as follows: 

“ * * # If any order of the Securities and Exchange 
Commission approving the merger agreement should be 
reviewed by any person or party aggrieved by such de¬ 
cision or order and it should finally be determined in such 
proceeding that the order of the Securities and Exchange 
Commission was erroneous in so far as it directed or 
authorized a discrimination against the preferred stock 
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purchased after November S, 1937 by Chenerv Corporation 
or an officer or director of Federal Water Service Corpor¬ 
ation or Utility Operators Company, Federal Water and 
Gas Corporation will refund to me the sum paid to it here¬ 
under together with 4% interest on the amount paid from 
the date of payment to the date of refund.” 

Also it appeared that certain individuals had sold stock 
upon which they had received a profit but retained sufficient 
preferred stock of Federal to enable the Commission to 
capture for the benefit of the corporation the amount of 
profit by reducing the price- to be paid for the stock held 
on the effective date of the merger and the discriminatory 
paragraph of the proposed merger agreement was amended 
so as to provide: 

“ * * * In tlie event any shares of preferred stock of 
Federal Water Service Corporation purchased by Chenery 
Corporation or by the said officers or directors of Federal 
Water Service Corporation or Utility Operators Company 
since November 8, 1937, shall have been sold by such cor¬ 
poration or individual prior to the effective date of the 
merger agreement, the surviving corporation shall, upon 
the surrender of the remaining such shares owned by such 
corporation or individual, be obligated to pay to such cor¬ 
poration or individual a sum equal to the actual cost of 
all preferred stock of Federal Water Service Corporation 
purchased by it or him since November 8, 1937, together 
with interest thereon at four per cent per annum from the 
dates of its or his purchase of such stock to the effective 
date of the merger agreement minus the proceeds of the 
sale by it or him of any such shares together with interest 
thereon at four per cent per annum from the dates of its 
or his sale of such stock to the effective date of the merger 
agreement.” 

The merger agreement, as so amended, was approved 
by the Commission over the objection and protest of the 
corporation and individuals affected by the discriminatory 
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paragraph by order of the Commission of September 24, 
1941. The merger agreement was executed by a majority 
of the directors of the constituent companies as of Septem¬ 
ber 26, 1941 and submitted to the stockholders together 
with a report of the Securities and Exchange Commission. 
The report of the Commission (10 S.E.C. 194) stated 
(p. 198): 

“Under the plan about 11,600 shares of preferred stock 
purchased by officers and directors of Federal and Utility 
Operators Company during the pendency of reorganiza¬ 
tion are treated differently from the other shares of pre¬ 
ferred stock. The Commission felt that because of the 
circumstances under which the shares were purchased, 
these holders could not equitably be permitted to realize 
any benefit by their acquisition. The plan accordingly 
provides that these shares will be purchased for cancella¬ 
tion by the reorganized corporation at cost, which amounts 
to about $285,000, plus 4% interest from the dates of 
acquisition by the present holders to the date of the 
merger. The company’s letter states than an appeal is 
anticipated as to this feature of the plan and that it is be¬ 
lieved that if the Commission’s decision is reversed, the 
preferred stock held by the management should be per¬ 
mitted to participate in the reorganization on the same 
basis as the other preferred stock.” 

The stockholders were also notified by the Commission in 
its report and by the President’s letter than under the Law 
of Delaware stockholders who made written objection to 
the plan were entitled to demand that their stock be pur¬ 
chased by the surviving corporation under Section 61 of 
the Delaware Corporation Law. But they were further 
advised that by the merger agreement, Federal Water 
Service Corporation reserved the right to abandon the 
plan if stockholders holding 3,000 or more shares of Fed¬ 
eral’s preferred stock duly objected to the merger at or 
prior to stockholders meetings at which the merger agree- 
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ment was submitted to a vote. At the stockholders meeting 
of Federal Water Service Corporation called to consider 
and act upon the merger, 13,504 shares of preferred stock 
were voted against the merger, but of this number 11,563 
shares were voted by Chenery Corporation and the indi¬ 
viduals discriminated against by the merger agreement. 
In order to assure the directors of the surviving corpor¬ 
ation that demand would not be made against the surviving 
corporation for cash payment of the value of these shares, 
the proxies for such 11,563 shares of preferred stock were 
accompanied by letters, each of which was substantially 
as follows: 

“Federal Water Service Corporation 
90 Broad Street 
New York, N. Y. 

Dear Sirs: 

I enclose herewith proxy for the shares of preferred 
stock of Federal Water Service Corporation owned by me 
which are treated by paragraph Fourth (d) of the merger 
agreement to be submitted to the stockholders at the meet¬ 
ing of October 28,1941 differently from shares of preferred 
stock of the same class owned by others. I have checked 
the space on the proxy marked ‘against’. Pursuant to the 
notice printed thereon, you are to regard this proxy as 
an objection in writing to the merger for purposes of Sec¬ 
tion 61 of the Corporation Law of the State of Delaware. 
I am taking this action in connection with the petition 
which I, as one of the interveners, have filed in the United 
States Court of Appeals for the District of Columbia to 
review the order of the Securities and Exchange Commis¬ 
sion of September 24, 1941, and I hereby state with the 
intention that this statement should be relied upon by the 
Board of Directors of Federal Water Service Corporation 
in deciding whether to declare the merger agreement oper¬ 
ative that 
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(1) if, in the proceeding taken by the interveners to re¬ 
view the order of the Securities and Exchange Commis¬ 
sion, it is finally determined that said order shall be 
affirmed, I will surrender my stock referred to in para¬ 
graph Fourth (d) of the merger agreement to the surviving 
corporation for cancellation for the consideration set forth 
in paragraph Fourth (d) of the merger agreement; 

(2) if, on the other hand, it should be finally determined 
in said proceeding that the said order of the Securities 
and Exchange Commission should be modified or set aside, 
I will accept stock of the surviving corporation in exchange 
for my stock referred to in this proxy as though the dis¬ 
criminatory and unlawful paragraph Fourth (d) were not 
contained in the merger agreement and/or in satisfaction 
of any rights which I may have to the value of said stock 
upon the same terms as stock of the surviving corporation 
has been offered for exchange to others, not included in 
paragraph Fourth (d) of the merger agreement. 

Very truly yours,” 

The Board of Directors of Federal Water Service Cor¬ 
poration upon receipt of these letters declared the merger 
agreement operative and appropriate certificates were filed 
in the proper offices in Delaware on October 31, 1941. 
Within the time allowed by Section 61 of the Delaware Cor¬ 
poration Law, Chenery Corporation and each of the' 
persons discriminated against by the merger agreement 
made demands upon petitioner by letters in substantially 
the following form: 

“Federal Water and Gas Corporation 
90 Broad Street 
New York, N. Y. 

Dear Sirs: 

This is to notify you that I contend that paragraph 
FOURTH (d) of the agreement of merger between Federal 
Water Service Corporation, Utility Operators Company 
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and Federal Water and Gas Corporation is illegal and in 
violation of my rights as the holder of shares of pre¬ 

ferred stock of Federal Water Service Corporation which 
shares have been discriminated against by paragraph 
FOURTH (d) of the agreement of merger and I demand 
that you issue to me shares of your common stock of the 
par value of $5 each in exchange for said shares of preferred 
stock upon the same terms and conditions as such common 
stock was offered to other holders of the same class by para¬ 
graph FOURTH (e) of the agreement of merger or in the 
alternative, I demand damages for the unlawful conversion 
of said stock by said paragraph FOURTH (d) of the agree¬ 
ment of merger, or in the alternative, I hereby demand pay¬ 
ment for said stock pursuant to Section 61 of the General 
Corporation Law of the State of Delaware, all to the end 
that in the event the order of the Securities and Exchange 
Commission in so far as it approved said paragraph 
Fourth (d) of the said agreement of merger shall 
be modified or set aside, I shall have all the rights in the 
premises to which I am legally entitled. 

Very truly yours,” 


The foregoing facts show the posture of the case as it 
came before the Commission on petitioner’s application and 
declaration for leave to amend the merger agreement. Pe¬ 
titioner’s application and declaration set forth upon infor¬ 
mation and belief that there is no ground on which peti¬ 
tioner can require the persons and corporation referred to 
in paragraph FOURTH (d) of the merger agreement to 
surrender their stock in Federal Water Service Corpora¬ 
tion and receive the consideration therefor specified in pa¬ 
ragraph FOURTH (d) of the merger agreement. 

This Court has jursidiction to review said order of Feb¬ 
ruary 7, 1945 under Section 24 of the Public Utility Hold¬ 
ing Company Act of 1935, 49 Stat. S03, 15 U. S. C. A. § 79. 
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3. The Relief Prayed. 

Petitioner prays that this Court review the order of the 
Commission of February 7,1945 and that the said order be 
set aside in so far as it denied the application and declara¬ 
tion of petitioner. 

4. The Points upon which Petitioner intends to Rely. 

(a) The Commissioner misconstrued the opinion of the 
Supreme Court and failed to give effect to its mandate. 

(b) The Commission erred in denying petitioner’s appli¬ 
cation and declaration for amendment of the merger agree¬ 
ment. 

(c) The Commission had no power to deny petitioner’s 
application and declaration on the ground set forth in the 
Commission’s findings and opinion. 

(d) There were no facts before the Commission to sup¬ 
port its conclusions that petitioner’s plan for amendment 
of the merger agreement was detrimental to the public in¬ 
terest or the interest of investors or consumers, would re¬ 
sult in an unfair and inequitable distribution of voting 
power or was not fair or equitable within the meaning of 
Sections 7 (e) or 11 (e) of the Public Utility Holding Com¬ 
pany Act of 1935. 

Dated, March 20, 1945. 

Respectfully submitted 

FEDERAL WATER AND GAS CORPORATION, 

By ALLEN S. HUBBARD, 
Attorney. 

ALLEN S. HUBBARD 
HUGHES, HUBBARD & EWING 

One Wall Street 

New York 5, N. Y. 

Attorneys for Petitioner 


EXCERPTS FROM ORIGINAL PROCEEDINGS BE¬ 
FORE SECURITIES AND EXCHANGE COMMISSION. 


Excerpt from Application for a Report on a Plan of Re¬ 
organization and Declaration as to Solicitation of Con¬ 
sents, filed Nov. 8, 1937. 

14 i The following table shows the names and positions 
of the ten largest holders of record of stock of Utility 
Operators Company as of November 4, 1937 and the num¬ 
bers of shares and percentages of total stock held by each. 


Name 

Position 

No. of 
Shares 

Per¬ 

cen¬ 

tage 

(Thcnery Corporation 

(C. T. Chcncry, Pres, of Applicant is 
also Pres, of Chenery Corporation) 

5,378.1 

9.53 

0. T. Chcncry 

Pres, of Applicant 

3,521.3 

6.24 

Earl C. Elliott & 
Meeda B. Elliott as 

(Earl C. Elliott is Pres, of Califor¬ 
nia Water Service Company) 

1,004.3 

1.78 

joint tenants, etc. 
Russell H. Neilson 

V. Pres, of New York Water Service 
Corporation & Scranton-Spring Brook 
Water Sen-ice Company 

925.4 

1.64 

0. van den Berg, Jr. 

V. Pres, of Applicant 

909.4 

1.61 

Erastus C. Deal 

Pres, of Scranton-Spring Brook 
Water Service Company 

862.5 

1.53 

A. W. Cuddeback 

Pres, of New York Water Service 
Corporation 

792.5 

1.40 

Tkos. H. Wiggin 

Engineering Consultant to subsidi¬ 
aries of Applicant 

570.7 

1.01 

Wm. R. Edwards 

V. Pres, of Rochester & Lake Ontario 
Water Service Corporation 

570.1 

1.01 

C. P. Rather 

Pres. Southern Natural Gas Company 

525 

.93 

# * * 

* • • • # 

• 

26.68 

• 


17 The following table show’s the names and ad¬ 
dresses of the officers and directors of Applicant and 
their important legal, and engineering advisers (no person 
having acted in the capacity of a financial adviser in con¬ 
nection with the preparation of the Plan), and their posi¬ 
tions and relationships to Applicant and its affiliated com¬ 
panies : 

Name Address Positions and Relationships 

Officers 

C. T. Chencry 90 Broad Street, President & Director of Ap- 

New York, N. Y. plicant 

President & Director of Util¬ 
ity Operators Company 
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Name 

C. van den Berg, Jr. 

Walter A. Culin 

H. M. Erskine 

18 

J. N. Greene 

H. D. McHenry 

Frederic T. Tansill 

Directors other than 
Officers 

A. W. Cuddeback 


Address 


90 Broad Street, 
New York, N. Y. 


90 Broad Street, 
New York, N. Y. 


90 Broad Street, 
New York, N. Y. 


90 Broad Street, 
New York, N. Y. 


90 Broad Street, 
New York, N. Y. 


90 Broad Street, 
New York, N. Y. 


Positions and Relationships 

Officer & Director of impor¬ 
tant subsidiaries of Ap¬ 
plicant 

Vice-President & Director 
of Applicant 

Officer & Director of Utility 
Operators Company 

Officer and/or Director of 
certain subsidiaries of 
Applicant 

Vice-President & Treasurer 
of Applicant 

Director of Utility Opera¬ 
tors Company 

Officer and/or Director of 
certain subsidiaries of 
Applicant 

Vice-President of 
Applicant 

Director of certain subsid¬ 
iaries of Applicant 


Vice President of 
Applicant 

Officer and Director of 
of Utility Operators 
Company 
Officer and/or 

Director of certain 
subsidiaries of Applicant 

Vice President of 
Applicant 
Officer and/or 

Director of certain 
Subsidiaries of Applicant 

Vice President and 
Secretary of Applicant 
Officer and Director 
of Utility Operators 
Company 
Officer and/or 

Director of certain 
Subsidiaries of Applicant 


90 Broad Street, Director of Applicant 

New York, N. Y. Director and Officer of 

Utility Operators 
Company 

President and Director of 
New York Water Service 
Corporation and Officer 
and/or Director of cer¬ 
tain other subsidiaries of 
Applicant 
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Xante 

W. Findlay Downs* 

19 

Directors other than 
Officers (Continued) 
Frederic R. Harris 


Harry O. King 
Edward W. Robinson 


Address 

Packard Bldg. 
Philadelphia, Pa. 


27 William St., 
New York, N. Y. 


59 East 75th St., 
New York, N. Y. 

331 Madison Ave., 
New York, N. Y. 


Positions and Relationships 

Director of Applicant 
Director of Scranton- 
Spring Brook Water 
Service Company, 
subsidiary of Applicant 


Director of Applicant 
Director of New York 
Water Service 
Corporation and 
Scranton-Spring Brook 
Water Service Company, 
subsidiaries of Applicant 

Director of Applicant 


Director of Applicant 


o • • • 


• • • • • 


EXCERPTS FROM TESTIMONY. 

Testimony of Christopher T. Chenery, July 22 and 23, 1940. 

2755 Q. Mr. Chenery, before the plan now before the 
Commission, which was filed on March 30, 1940, was 
filed were you advised by Mr. Culin that he had been ad¬ 
vised by Mr. Kennedy that the Commission had approved 
the filing of that plan ? 

Mr. Baldy: Let’s put Mr. Culin on, Mr. Hubbard. 

Mr. Hubbard: I withdraw the question. 

Q. Now, Mr. Chenery, during the pendency of these plans 
before the Commission did the Chenery Corporation pur¬ 
chase preferred stock of the Federal Water Service Cor¬ 
poration? A. Yes. 

Q. I show you a schedule purporting to show the pur¬ 
chases of preferred stock of Federal Water Service Cor¬ 
poration by officers and directors of Federal and Utility 
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Operators Company from November 8, 1937, to June 30, 
1940, and ask you if that was prepared at your re- 

2756 quest or suggestion. A. It was. 

Q. And it is accurate according to the records of 
the company and in accordance with your best knowledge 
and belief? A. It is. 

Mr. Hubbard: I offer it in evidence. 

The Examiner: Admitted. 

(The schedule referred to was received in evidence as 
Applicant’s Exhibit No. 33.) 

Q. Now, Mr. Chenery, I ask you to turn to page 3 of this 
Exhibit No. 33, and I ask you to describe the Chenery Cor¬ 
poration. A. The Chenery Corporation is a family invest¬ 
ment corporation formed in 1926. Stockholders are my 
three brothers, my sister, my wife, my three children, and 
myself. 

Q. What percentage of the stock of Chenery Corporation 
do you own? A. I own approximately 10,000 shares of ap¬ 
proximately 23,000 shares. 

Q. Now, Mr. Chenery, why did you purchase this pre¬ 
ferred stock? A. I purchased it—(interrupted) 

2757 Q. (Interposing) Why did the Chenery Corpora¬ 
tion purchase the preferred stock? A. Chenery Cor¬ 
poration purchased it on my advice. I have felt, have tes¬ 
tified, and have told everyone who has asked me over the 
past years that I thought that preferred stock of Federal 
Water Service Corporation, over a long period of time, was 
sufficiently sound so that it would again pay dividends and 
that this would be true whether any plan of reclassification 
was consummated or not, that there were inherent" values 
in the Corporation which would be reflected in the stock and' 
that if no plan of reclassification were put through, that 
the accumulation of the earnings over a period of time would 
be sufficient to cure the deficit and dividends would again 
be resumed. 
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Also, the officers and employees of this Corporation 
bought the B Stock in 1932 at my suggestion and on my 
advice and paid approximately $600,000 for it, contracted 
to pay more. The situation of the Corporation since that 
time has improved substantially. This B Stock was bought 
by all classes of employees. I think more than 99 percent 
of officers and employees bought it and paid for it by de¬ 
ductions from their salaries over a three or four-year 
period. 

The original plans for reclassification contemplated that 
the B stockholders would be given an opportunity to buy 
their way back in the Corporation, first by giving 
2758 them a special stock which was convertible into new 
common stock upon the payment of cash and which 
maintained their voting power over a period of years; 
second, by giving them options so that it was all the time 
contemplated that these people who held this Corporation 
together by contributions from their salaries and wages 
should not be thrown out. I have always regarded the own¬ 
ership of this stock by the employees of the Corporation as 
one of the great assets of the Corporation. 

Then the view shifted and apparently the feeling was that 
little consideration should be given to the B Stock and 
finally that none should be given to it. The voting control 
of the B Stock was thrown into the open market for any¬ 
body to pick up who desired it. I had knowledge first that 
the preferred stock was freely traded on the market, that 
there were any number of investment bankers buying and 
selling it constantly and secondly, that strong financial in¬ 
terests were accumulating substantial blocks of this stock. 

As long as we thought that a plan would be worked out 
which would give the B Stock an opportunity to come back 
in the future, my suggestion was to those stockholders and 
I think I testified to this effect at the first hearing here 
in 1937 that they should save so that at the expiration or 
at the end of the period, they would be in a position to exer¬ 
cise the option and acquire that stock. Then when it be- 
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came apparent that this was not to be, a meeting was 

2759 held of the B stockholders and it was their decision 
that they would contest any plan which worked them 

out completely and the suggestion was made that it would 
be wise to purchase such preferred stock as they reasonably 
could so that in the event that there was litigation and the 
plan was not worked out and that finally it should be held 
that the B stock was not entitled to anything, that these men 
who had held this Corporation together and who were its 
loyal servants would still have some position in the Corpo¬ 
ration, some voice. 

It was that consideration, as well as the feeling that the 
stock itself was inherently worth what was being paid for 
it, which prompted me to advise Chenerv Corporation as 
well as to advise others who asked me I thought it was wise 
for them to buy the preferred stock. 

Q. The preferred stock is bought and sold on what is 
known as the open market, is that true? A. That is true. 

Q. Do you know whether quotations are published daily 
in newspapers? A. They are so published. 

Q. What are the newspapers in which the quotations are 
published? A. The Tribune and, I am not sure, the Wall 
Street Journal. I know the Tribune. 

Q. Were your purchases made on the market? A. 

2760 They were made through dealers in the stock pur¬ 
chased on the open market, with one single exception, 

and that was a transaction under which Chenery Corpora¬ 
tion exchanged with an investment banking firm of Ingalls 
& Snyder 100,000 principal amount of Federal Water Ser¬ 
vice debentures for 2,700 shares of 6V-> equivalent preferred 
stock. 

Q. That is the transaction referred to on Exhibit 33 in 
the last three items, is it not? A. That is so. Ingalls & 
Snyder acted in part as a broker and part as principal there 
in that they sold part of their owm stock or stock of their 
clients. They were one of the firms which I referred to 
who had accumulated the stock and I was told that they 
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had purchased for the account of themselves and their 
clients with the idea that it might be potential control of 
approximately 12,000 shares of the stock. 

Q. At any time, did you discuss with any person in the 
S. E. C. staff the question of the Corporation’s possibly 
buying preferred stock? A. Yes. 

Q. Do you recall when that was ? A. I have a memoran¬ 
dum on the subject. 

Q. Will you refresh your recollection by looking at 

2761 the memorandum? A. It was a meeting on April 26, 
1939. 

Q. What was the situation at that time and how did you 
happen to discuss it? A. We had first a meeting in Judge 
Healy’s office; present—Judge Healv, Mr. Spencer, Mr. 
Lew and Mr. Kennedv, Mr. Hubbard, Mr. McHenrv and 
Mr. Chenerv. 

At that time, plans were apparently stalemated. This 
meeting later adjourned to Mr. Spencer’s office. I had never 
discussed any plan for the purchase of preferred stock as 
a method of working out a reclassification plan until this 
time because the plans, up until that time, had contemplated 
an all-common stock plan. If we had an all-common stock 
plan, there is no reason to sell your assets, to buy and retire 
preferred stock. Apparently we w-eTe stalemated on the 
plans which we thought were practicable at this time and 
I made the suggestion that we might be able to work out 
a reclassification plan by the purchasing and retiring of 
preferred stock which would involve the buying of large 
blocks of preferred stock. I think I had 60,000 shares in 
mind at that time and later suggested 30,000 shares. 

I asked Mr. Spencer what he would think of such a plan 
and Mr. Spencer said he thought it was terrible. The Cor¬ 
poration prior to that time had had excellent use for its 
funds. Such spare funds as it had, such spare earnings as 
it had, it was using to buy its own indebtedness at 

2762 the fraction—not as a fraction, somewhere in the 
70’s. It was buying preferred stock of Scranton- 
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Springbrook in the 20’s and had full and adequate use for 
its earnings. 

I might correct that statement by saying we had discussed 
in the early days, 1937, a possible plan which would have 
involved as a part, a purchase of preferred stock owned by 
Utility Operators Company but that was not presented as 
a straight raising of the issue. The first time that I have 
either a memorandum or a clear recollection of the issue be¬ 
ing raised was at this conference with Mr. Spencer and I 
think Mr. Spencer at that time added that the use of cor¬ 
porate funds to retire preferred stock at a fraction of its 
value and thereby to sweeten the position of the securities, 
the stocks junior to it, was entirely contrary to his thinking. 

Q. Now, Mr. Chenery, during the period that the company 
has been a registered holding company, you had filed from 
time to time, in accordance with the Act, the reports of 
purchases and sales of any securities of the Federal Water 
Service Corporation? A. Made either by myself or by 
Chenery Corporation. 

Mr. Hubbard: I call upon the Commission to produce the 
reports of the purchases filed by the Chenery Corporation. 

(The reports were handed to Mr. Hubbard.) 

Mr. Hubbard: Off the record. 

(Discussion off the record.) 

2763 Mr. Hubbard: I now offer in evidence the re¬ 
ports that have been filed with the Securities and 
Exchange Commission on Form U17-2 by Chenery Corpo¬ 
ration and the individuals named upon Exhibit 33. I sug¬ 
gest that it be stipulated that it is unnecessary to have these 
forms physically marked in evidence but that, being a part 
of the Commission’s files, they be considered part of the 
record in this case. 

The Examiner: Off the record. 

(Discussion off the record.) 
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Mr. Hubbard: If your Honor please, I am going to offer 
in evidence the Form U17 reports as received by the Se¬ 
curities and Exchange Commission covering purchases 
made by officers and directors of the Federal Water Service 
Corporation and we will work out a stipulation between 
Mr. Baldv and myself so that it will be unnecessary to 
have these records physically incorporated into the record 
of this hearing. 

The Examiner: If it is to be stipulated, there is no need 
of having an exhibit number now. 

Mr. Baldv: All right, your Honor. 

By Mr. Hubbard: 

Q. Now, Mr. Chenery, in the tentative findings and con¬ 
clusions of the Commission, the statement is made: 

“It should be borne in mind that, here, as is frequently 
tlie case, the discretion and judgment of the management is 
as a practical matter, largely determined what kind 
2764 of a plan of voluntary reorganization shall be pro¬ 
posed but when it shall be proposed.” 
«#***••*•• 

What have you to say with respect to that statement? 

A. I would say it just is not so. 

Q. And as an illustration of the correctness of your state¬ 
ment, you cite this case? A. I cite this case. The manage¬ 
ment cannot suggest a plan at any time to stockholders— 
it can only file one with this Commission—unless and until 
ibis Commission permits it to be presented to the stock¬ 
holders with its consent. So far as the plan, we have had 
plans held without action for two years at a time. 

2799 Q. Now on November 8, 1937, you filed the second 
plan, did you not, Mr. Chenery? A. The special 
stock plan? 
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Q. No, no, I am leaving the special stock plan. Now that 
is the first one you formally filed. Coming now to the 
second you formally filed— A. The first one is November 
S, 1937. The second one was in May. 

Q. Then on May 19, 1938, you filed an amendment which 
provided a plan as an alternative to the special stock plan, 
did you not ? A. That is true. 

Q. That plan called for a mere reduction of the capital 
represented by the outstanding shares of the several classes, 
did it not? A. Several classes of stock, yes, sir. 

Q. What you were going to do was just reduce the capital 
represented by the several shares or otherwise leave them 
alone? A. Without any change of rights or preferences of 
the stock, all of its—each stock retaining all of its charac¬ 
teristics with the single modification of stated value appli¬ 
cable thereto. 

Q. That would have cured the impediment to the 
2800 payment of dividends? A. That w T ould. 

Q. And otherwise wouldn’t have changed the 
shares? A. Changed any rates or preferences—would not 
have. 

2806 Q. Now the thing that is not clear to me, Mr. Chen- 
ery, is that w T hen you later came along with the next 
plan, which is the one presently before the Commission, you 
departed from the terms and provisions of the plan we 
were last discussing. The present plan is an all common 
stock plan and the one which you had pending when the 
Havender case difficultv came along called for different 
terms and provisions. 

In order that the record may show what led from one plan 
to another, would you explain how the present plan evolved ? 
A. It is summarized in Answer 6, to Question 6, in the ap¬ 
plication, which I should like to read as being my answer: 

(Reading) “The file with the Commission (File No. 34-9) 
shows that Applicant has desired for some time to 
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2S07 reduce its capital in order that it might pay divi¬ 
dends. The file also shows that Applicant has for 
some time desired to reorganize in a manner permitted by 
the Delaware Corporation Law. The recent decision of the 
Supreme Court of Delaware in Havender v. Federal United 
Corporation shows that this can be done by merger pro¬ 
ceedings under Section 59 of the Delaware Corporation 
Law. Promptly after this decision was rendered by the 
Supreme Court of Delaware, Applicant’s officers took up 
with the staff of the Securities and Exchange Commission 
a plan of reorganization through merger with Utility Op¬ 
erators Company and Federal Water and Gas Corporation, 
and this plan is the result.” 

Q. Well, I wasn’t addressing my question to the me¬ 
chanics of carrying out the plan. I just wanted to bring 
out why it was that the substantive provisions of the plan 
were changed; in other words, why the switch over to an 
all common stock plan. The plan that was pending, that 
was blocked by the Havender case, so far as being carried 
out in the way your counsel would like to have it carried 
out, as you said, wasn’t in its substance the same as the 
present plan? A. No. 

Q. And I want to bring out the reasons for the change. 
A. Well, it had always been the desire of the management 
to have an all common stock plan, and before this was a 
registered holding company the corporation had pro- 
2808 posed to stockholders in October, 1936, an all common 
stock plan. In the meantime these legal difficulties 
had arisen. When they were cleared by this Supreme Court 
decision referred to, and the way apparently was open to 
an all common stock plan again, that was the plan which the 
management considered preferable, and which it suggested, 
and which we thought also was in harmony with the desires 
often expressed by the staff of the Commission. 

• •**•••••# 
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2809 Christopher T. Chenery, the witness on the stand 
at the hour of recess, resumed the stand for further 

examination, as follows: 

Cross Examination (Continued) 

By Mr. Baldy: 

Q. Mr. Chenery, I think we have covered, after a fashion, 
the history of the discussions that you had with the staff 
regarding these various plans. All of the plans which you 
have filed contained some recognition for the B stock, did 
they not? A. Yes. 

Q. In the plan presently before the Commission, the rec¬ 
ognition takes the form of a staggered board of directors, 
is that true? A. Yes; it is quite attenuated consideration. 

Q. Yes. That is the only consideration in the present 
plan? A. That is the only consideration. 

Q. All of the others contained considerations somewhat 
more substantial, than that? A. Yes—substantially more. 

Q. And is this decrease or this diminishing consid- 

2810 eration for the Class B stock, as evidenced by the 
succession of plans filed, due to views expressed by 

the staff? A. Yes. 

Q. And is it true to say that the question of what treat¬ 
ment should be accorded the Class B stock under the ap¬ 
plicable standards of law has been one of the major topics 
of consideration between you and others connected with 
Federal and the staff? A. One of the major topics, yes. 

Q. Would you say it would be in your judgment the chief 
topic? A. Well, I think the consideration to the A and the 
B were the chief topics. 

I will add to that, if I may, that in a voluntary plan you 
had to have a plan which the stockholders would vote for, 
and until—so a great deal of consideration was given to 
what treatment, what was the minimum treatment that the 
stockholders would approve, the A and B stockholders. 

Q. Well, do you think if you and the staff had been able 
to see eye to eye on the treatment that should be accorded 
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the B stock under the applicable standards of law that the 
length of time that has elapsed during which you have been 
trying to get plans through here would be materially less? 
A. Well, Mr. Baldy, since the last action of the Commission 
I am not sure that would have had any effect at all. 

2811 I think it is entirely unpredictable. 

Q. What do you mean, “the last action of the Com¬ 
mission”? A. Well, in the tentative findings which they 
have handed down. 

Q. Well now, if one of the chief points of difference be¬ 
tween yourself and the staff has been the treatment that 
should be accorded these two classes of stock, hadn’t been 
a point of difference isn’t it reasonable to suppose that the 
length of time that has elapsed would not be so great? A. 
Well, I don’t know whether they would have found some¬ 
thing else if that hadn’t been the point, because in these 
tentative findings they bring up the question of the pur¬ 
chase of the stock as being something else which they would 
have to consider, and when that has been before them for 
years and when the ownership of this stock by us had been 
used by Mr. Weiner as one reason why we didn’t need a 
staggered board, then to bring it up at this time, it seems 
to me we just couldn’t predict what would happen under 
any circumstances until a final order came down in writing. 

Mr. Baldy: Will you read the last answer ? 

(The answer "was read by the reporter.) 

Q. Well now, how could the stock holdings be before the 
Commission for years, Mr. Chenery, when a great deal of 
your stock has been fairly recently acquired? A. 

2812 Well, this stock has been purchased over a substan¬ 
tial period of years. In the first hearing it was com¬ 
mented on, there w'as testimony about it. Reports have 
been filed monthly with the Commission showing each and 
every purchase. The staff has had full knowledge of it, and 
has used it in the arguments with us as to why we didn’t 
need a staggered board. 
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Q. You mean that Mr. Weiner indicated that he thought 
the staggered board was not very important from your 
standpoint in view of your holdings of preferred stock? A. 
Holdings of preferred stock of the group, yes. 

Q. Yes. Did any member of the staff ever express any 
views to you about the propriety of your accumulating 
stock during the pendency of the plans of reorganization? 
A. I have no record of any member of the staff making any 
such comment to me. 

Q. It is just a thing that didn’t come up for discussion 
at all, isn’t that right? A. Just a thing that didn’t come 
up for discussion at all. It was full knowledge of all con¬ 
cerned. 

Q. Is it true to say that your motive in purchasing the 
stock that you have purchased while plans were pending 
before this Commission was the combined motive of increas¬ 
ing voting power plus the expectation that it would prove 
a financially desirable investment? A. Yes, I think 
2813 that is true. I think there is more stress on the vot¬ 
ing power than on the investment, however. 

Q. You mean from the standpoint of what motivated you? 
A. Yes. 

Q. That was your primary motive? A. Yes, that was 
true. 

Q. The other motive, ho'wever, was present to some ex¬ 
tent? A. The other motive was present to some extent, yes. 

Q. Now did you at any time request or recommend to any 
other officers or directors of Federal or the subsidiaries that 
they accumulate preferred stock? A. Yes. 

Q. Will you describe, please, the nature of those recom¬ 
mendations? A. I think it was after we had been advised 
by the staff in 1938 that the Commission would not approve 
the plan, the plan then before it, the special stock plan, I 
thought that we were headed in for litigation with the Com¬ 
mission on the capital reduction plan. I contemplated the 
possibility that we might lose. I thought we would win, but 
I thought we might lose, and these officers and employees 
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had bought this B stock on my urging and they had paid 
for it with deductions from their salary over a three-or 
four-year period, and I did not w r ant to see a situation in 
which the control of this company would be thrown 
2S14 in the open market and anybody with a few hundred 
thousand dollars can step in and pick it up. I wanted 
the employees if they lost the B stock to have some second¬ 
ary line of defense, which I thought would be in the owner¬ 
ship of the preferred stock, and I said it was my view that 
it was sound policy for every person in the employ of the 
company who could spare the money to buy such preferred 
stock as they could carry, and that I wmuld buy all that I 
could, through the Chenery Corporation. 

Many of them did buy such preferred stock. In some 
cases groups got together and borrowed money from the 
bank to be paid over a period of time with which to buy 
this preferred stock. 

In the case of Chenery Corporation, we liquidated divi¬ 
dend-paying securities at a loss in order to buy this stock. 

The pendency of the plan, the time of the plan, had noth¬ 
ing to do with it. When we could sell this stock and buy 
up Federal preferred on pre-determined ratios, the orders 
to the brokers were to sell the other stock and buy Federal 
preferred. 

Now I take full responsibility for the purchase of stock by 
officers and employees. I not only thought it was a sound 
thing for them to do, I thought it was highly desirable, not 
only from their viewpoint but from the viewpoint of 
2815 the corporation, and I so expressed that opinion. I 
also said that I thought that the stock was inherently 
sound; that over a period of time, whether w*e had a plan 
or did not have a plan, that they wouldn’t have any loss in 
the stock. 

Q. It was your expectation they -would have a good profit ? 
A. It was my hope they would have a good profit. 

Q. Wasn’t it your expectation? A. At some time in the 
future. Whether that time was one or X years I didn’t 


47 


know, but I thought if this present economic system rocked 
along on the present basis that some time in the future that 
stock would be good. 

Q. Particularly if and when you succeeded in getting the 
capital deficit cured? A. It couldn’t pay dividends until 
the capital deficit was cured, but it didn’t require a plan 
to cure the capital deficit. The processes of time will do 
that itself. 

Q. But it was your expectation that in all probability the 
preferred stock would have a substantial rise in market 
price if and when the capital deficit was cured? A. And it 
again paid dividends, yes; but I hadn’t the foggiest idea 
when that would be, whether it was six months or six years, 
and so stated. 

Q. That was because you didn’t know how long it was 
going to take you to get through down here, was that 
2816 it? A. Whether we would ever get through down 
here or not. 

Q. Well, to what do you ascribe the fact that it’s taking 
so long to get through down here? A. Well, I ascribe it to 
the changing viewpoints of the Commission. I think it is 
a perfectly reasonable explanation that this Commission 
has been, in the last year, in a constant state of flux. There 
have been people coming in, people going out. Each new 
group have had their own views of the law and what was 
permitted and what was prohibited. The law itself, as 
interpreted by the legal division of the Commission, I think 
has changed during the period of this thing. I think that 
for the first time since we got a community plan through 
you make a flat statement that voting power can’t be rec¬ 
ognized. I don’t think they thought that was the law be¬ 
fore; if so, the memorandums vrhich we had are inexplain- 
able. 

I think the thing has been—it is your Commission and 
its conception of its law% of the law in which it operates, 
and its duties under that law, wdiich have been in a state 
of flux and are now beginning to crystallize, and that we 
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happened lo come along with one of your first cases, one of 
your most involved cases, which presented a great many 
problems which would be applicable to other situations, and 
they considered our case—not only considered how it af¬ 
fected us but how it might affect other companies 
2817 which were either before you or which might come be¬ 
fore you, and you are making new grounds on the 
trial, took your time to look at it. By the time you had come 
to a conclusion there would be something new developed 
and you would stand off and look at it again. 

Now I am not critical of that. I think it's been hard on 
the Federal preferred stockholders. I think but for the ac¬ 
tion of this Commission that they would have had more than 
a million dollars disbursed to them in the last two or three 
years, which they were reasonably entitled to and which we 
could have paid, and I doubt very much that any minor 
changes which you make in this plan will recompense these 
preferred stockholders for the million dollars they didn’t 
get—and the million dollars is an under-estimate, rather 
than an over-estimate. 

Q. But you have at no time deemed the situation of the 
preferred stockholders such as to warrant you in abandon¬ 
ing the idea that you should get something for the Class B 
stock? A. No. I see no— 

Q. (Interposing) That is all right. That is the answer. 
A. I would like to amplify it, if I may, if you really want 
to know what I think. 

Q. I think you have answered the question. A. All right. 

• •***••*•• 

Testimony of Walter A. Culin, July 23, 1940. 

2848 Q. Now, Mr. Culin, according to your Exhibit No. 

33, you apparently are one of the purchasers of pre¬ 
ferred stock of Federal Water Service Corporation. Will 
you state the circumstances under which you purchased 
that preferred stock and 'why you made the purchase? 
A. I recall that during the summer of 1938 after we had 
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had discussions with the staff of the Commission about re¬ 
organization plans, and in particular the reduction of the 
capital plans, we had discussions in our office as to the ad¬ 
visability of the individuals, officers and some of the em¬ 
ployees buying preferred stock of the company. 

I was in agreement with that thought both from the 
standpoint of wanting to strengthen our position as the 
management group in our voice in the company and also I 
believed that ultimately the stock would be of value in ex¬ 
cess of what I would probably have to pay for it at that 
time. 

I bought 50 shares in September 1938, ten shares in No¬ 
vember 1938, making a bank loan to buy some of it and 
later on when I paid that loan I made another loan and 
bought some more in 1939 and January 1940. 

Q. Do you have any information with respect to the 
pendency of the plans which you considered not available 
to other stockholders at that time? A. I certainly 
2849 did not. I always advocated the policy that if at 
any time we had discussions pending before the Com¬ 
mission it was not the time for us to buy any stock because 
we might later be criticized and we were always careful 
when we were in the midst of what we considered to be im¬ 
portant conversations with the Commission or the staff of 
the Commission, that it was not the time for us to buy 
the stock, that we might be criticized later. We have al¬ 
ways been very free in giving information to everybody 
who asked us for it. 

Q. And at various times requests were made for informa¬ 
tion from you w r ith respect to the status of a plan? A. I 
have had many requests from stockholders, security deal¬ 
ers, and newspaper for information of the plan, and ex¬ 
cepting at certain periods when we were right in the very 
midst of the discussions we have always given out all the 
information that was available, everything we knew about it. 

Q. You have never purchased any stock at any time 
where information wasn’t entirely available to everybody? 
A. I have not. 
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Q. What sources of information did people have with 
respect to securities of the Federal Water Service Corpo¬ 
ration and their value.' A. The statistical agencies carried 
pretty full information about the plans. Since 1937 we have 
had on file a great amount of detail in the S.E.C. We have 
always given information to various brokers and in- 

2850 vestment dealers and they have published and dis¬ 
tributed a number of memoranda about the plan and 

about the company, and at various times the newspapers 
have asked us for a release or have asked us to give them 
a story as to the company and its position, it finances and 
the status of the plan. 

Q. And from time to time the Commission issued re¬ 
leases, did it not, with respect to plans ? A. When we filed 
plans with the Commission they then published a release. 

Mr. Hubbard: Off the record. 

(Discussion off the record.) 

Bv Mr. Hubbard: 

0- Mr. Culin, do you have something to do with the prep¬ 
aration of annual reports to stockholders'? A. I do. 

Q. And you endeavor to give stockholders all the infor¬ 
mation about the company? A. Yes. 

Q. And quarterly earning statements are published in 
the financial pages of the newspapers, are they not? A. 
That is right. 

Q. Newspapers carry reports of various plans from time 
to time, plans that are before the Securities and Exchange 
Commission, do they not? A. They do. 

2851 Q. I think you testified that Standard Statistics 
give periodic reports with respect to the position of 

stocks? A. Yes. 

Q. And from time to time various investment houses also 
give information and advice with respect to stock? A. Yes. 

Q. The stock of the Federal Water Service Corporation? 
A. Yes. 


Mr. Hubbard: That is all, Mr. Culin. 



51 


Cross-examination 
By Mr. Baldy: 

Q. Mr. Culin, will you identify the conversations that 
were of such character that you did not feel it would be 
proper to purchase stock while they were in progress? Will 
you give dates? A. There were discussions in the latter 
part of December 1937, December 16 and December 22,1937. 
I would like to withdraw that answer. 

I was present in discussions on December 5, December 21, 
and December 29,1938. 

Q. December? A. December 5, 21, and 28, 1938, and a 
telephone conversation on December 29. 

Q. Were those conversations of the kind referred to in 
your direct testimony as being of such kind that 
2852 you didn’t consider it proper to purchase preferred 
stock while they were going on? A. No, because at 
that time there wasn’t anything definite coming out of the 
questions. 

Q. Well, my question is addressed to conversations of 
the kind you referred to in your direct testimony. I am 
asking vou to identify which thev were. A. On March 29, 
1939, T had a telephone call from Mr. Spencer telling me 
that there had been informal approval by the Commission 
of the new plan. 

Q. What date was that? A. March 29, 1939. 

Q. March—what? A. March 29. 

Q. Pardon me. T don’t want to interrupt your answer. 
Just continue your answer. A. It seemed at that time that 
we probably would have a new plan but shortly after that 
further discussions with the staff indicated that we were 
still far apart on the plan. I refer particularly to tele¬ 
phone conversations of April 13,1939. 

Q. What do you mean by the plan? You said you were 
still pretty far apart on the plan. A. That was the pre¬ 
liminary discussions which ultimately led up to the plan 
which was filed in May 1939, which was upset by that 
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2853 Havender decision. The other time that I was hav¬ 
ing discussions with members of the staff, during 
which period I thought it would be improper to buy pre¬ 
ferred stock, was March 1940. 

I received a telephone call on March 25, 1940, from Mr. 
Kennedy, explaining that the Commission thought we should 
go ahead and file the plan. That plan was then filed and 
became public information on March 30, 1940. 

Q. Moll now, how did you determine how long this dis¬ 
ability to purchase that you felt you were under should 
continue.’ A. Until the information I had became public. 

Q. I see. I have nothing more to ask Mr. Culin at this 
time. 

"Re-direct examination 
By Mr. Hubbard: 

Q. Mr. Culin, taking these conversations you just testi¬ 
fied about to Mr. Baldy, will you state for the record wffat 
information you had at that time from the staff of the Com¬ 
mission: 7 A. The information which 1 had from the staff 
of the Commission was that the matter had been discussed 
in the Commission and that they thought the plan was suf¬ 
ficiently meritorious to go ahead and file it. There was a 
short period in there when I knew something that wasn’t 
public information. When the plan was filed it became pub- 
lice information. 

Mr. Baldy: I think it would be worth while to be specific 
if you can, about dates, that on such and such a 
2S54 date you felt it would not be proper to purchase, et 
cetera. 

The Witness: I did. 

By Mr. Hubbard: 

Q. And you have selected from these dates which you 
have a record of, the particular dates which you testified 
about in answer to Mr. Baldy’s question? A. That is right. 
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Q. And this policy which you testified about is applicable 
to the purchases by other officers and directors of the sys¬ 
tem? A. 1 think it is pretty generally true of the other 
officers and directors of the system. 

Mr. Baldy: Wait a minute—all right, I will let it stand. 
L)o you, in fact, know whether that policy was followed by 
the other officers and directors? 

The Witness: I know it was followed by the other officers 
and directors prior to 1937. There was some purchasing of 
preferred stock at that time, more with the idea of prevent¬ 
ing the market from just going to pieces at that time than 
anything else, insofar as those few purchases could help. 

By Mr. Hubbard: 

Q. And those purchases were criticized, were they, by a 
stockholder? A. In December of 1937, yes. It was after 
that that we talked about it and felt that we should 
2855 not make any purchases which might be criticized. 

I think there were very few exceptions—I think that 
with very few exceptions that policy was adhered to. 

Mr. Baldy: You think so? 

The Witness: 1 have studied the record and there were 
very few purchases that were made at any time except when 
full information was in the hands of the public and any 
purchases which might have been made, so far as I can 
determine, were of very small quantities and would be for 
some reason which doesn’t appear in the information which 
I have. 

(Witness Culin excused.) 

Mr. Baldy: Will you take the stand, Mr. Chenery? 

Whereupon, Christopher Chenery. resumed the stand and 
testified further as follows: 
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Recross-Examination 
By Mr. Baldy: 

Q. Mr. Chenery, have you heard Mr. Culin’s testimony? 
A. Yes. 

Q. You heard the portion of it relating to his feeling 
disqualified or feeling that it might be improper to make 
purchases of Federal stock at certain periods of time? A. 
Yes, sir. 

Q. Did you have any policy corresponding to his in that 
regard? A. I had nothing to do with it at the time 
2856 we were purchasing Chenery Corporation stock 
other than to agree in advance that a certain long- 
range policy would be pursued; in other words, that we 
would sell “X” shares of Alabama Water Service Cor¬ 
poration when we could buy three shares of Federal with 
the proceeds of the sale of one Alabama. 

We gave general instruction to liquidate 700,000 or 800,- 
000 shares of one and buy the other as those ratios of 
market prices came on the market. That was time, I think, 
with all of the substantial purchases of Chenery Corpora¬ 
tion. The orders were given to brokers to buy when those 
ratios obtained. 

I had no knowledge of when that was bought or sold after 
the decision was made to liquidate one security and buy 
this preferred. 

Q. Xow, with regard to the placing of instructions with 
the brokers, was there any period of time in which you felt 
that it would have been proper to give instructions to brok¬ 
ers or cancel instructions previously given? A. I think 
that you would not give instructions at any time unless 
you had special information, but my feeling has been that 
if there is one corporation that has ever operated in the 
full blare of publicity, that this one is it. It was one of 
the first corporations to start and give full and complete 
details of every transaction. 
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2857 Standard Statistics has given reports at three- 
months intervals. There have been a dozen broker¬ 
age houses which have circularized preferred stockholders 
consistently, telling them of every development and plan 
and advising them what to do. 

Our own policy has been not to refuse any stockholder 
anv information at anv time. There is no record since we 
have been in control of the company since March 14, 1932, 
of our having refused any stockholder any information on 
any subject. 

Q. Well, can you identify for the record in a manner sim¬ 
ilar to that Mr. Culin did, periods of time in which you 
think it would not have been proper for you to give instruc¬ 
tions to brokers! A. I hadn’t thought of it in that light be- 
cause at the time it was not in connection with any plan 
but over a long-term period and the plan would have little 
to do with it. 

Q. Have you any record of the instructions which you 
gave brokers? A. I could identify it onlv bv the time at 
which they started to liquidate substantial blocks of stocks. 

Q. The record as to purchases, as I understand it, is al¬ 
ready in? A. That is true. 

Q. I don’t think that the record of your instructions to 
brokers is in. A. I don’t think that we have written 

2858 instructions to brokers. I think we would have told 
them to sell “X” shares of Alabama as you can buy 

three for one in Federal preferred. 

Q. You think they would have been oral? A. Pardon? 

Q. You think they would have been oral? A. T think 
they would have been oral. We may have had some writ¬ 
ten orders to sell but after the decision was made I did not 
follow it. 

Q. Was there any publicity given to the instructions that 
you gave brokers? A. No. 

Mr. Baldy: That is all. 







Redirect Examination 
By Mr. Hubbard: 

Q« Do you recall what those instructions were? A. To 
brokers? 

Q.. Yes, with respect to the sale of securities and the pur¬ 
chase of securities, other than vou have testified to. A. I 
don't remember anv other circumstance. 

Q. At any time did you feel that you had any confidential 
information which was not available ? A. I have never felt 
that after the first debacle, let us say, when I have testified 
on the stand, 1 never considered a plan imminent and I don’t 
now consider one imminent. 

Mr. Baldy: I don’t quite get this last testimony in 
2S59 conjunction with what you previously said. Am I 

to understand now that vou have never felt that vou 

* 

had any special knowledge that would make it improper 
for you to buy and sell stock? 

The AYitness: I never felt that the plan was imminent. 

The Examiner: And therefore did it have any effect on 
your purchases or sales? That is your question. The ques¬ 
tion is whether you had any such expectation of a plan 
going through as to affect your own buying and selling of 
the stock? 

Mr. Hubbard: You have never sold any? 

The AYitness: I have never sold any preferred stock. 

The Examiner: AA’ell, all right, buying. 

The AYitness: I don't think in any discussions which we 
have had with brokers the question has come up. 

The Examiner: Has it affected your buying? 

The AA'itness: It hasn’t affected my buying because so 
far as I know, I have never had anything to do with the 
timing of the buying. The buying would take place over a 
long period of time. The broker would liquidate a block 
over a period of months and buy over a period of months. 

The Examiner: All right. 
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The Witness: I expect, though, if you would examine 
the record of our purchases, you would find that there were 
very few made at any controversial times. 

Mr. Baldv: Has this practice of yours about leaving 
general instructions with brokers been a long con- 
2860 tinued practice on your part? 

The Witness: Over a period of several years. 

• •*#•••*•• 

Testimony of Roscoe C. Ingalls, July 23, 1940. 

2877 Q. Xow, Mr. Ingalls, did you have anything to do 
with the sale to the Chenerv Corporation of 2700 

shares of preferred stock in June, 1940, for $100,000 deben¬ 
tures? A. Yes, sir. 

Q. Just describe what you did and the circumstances of 
that transaction so far as you know them. A. The idea 
of an exchange of those securities had been spoken 

2878 over the telephone between Mr. Erskine and myself I 
imagine about a month previous, at w T hich time we 

were not interested in making any exchange, but not only 
market price but events abroad led us to believe that it 
might be an advantageous thing for us to make an exchange, 
and particularly in view of the fact that another firm, Gil¬ 
bert J. Postley & Company, were anxious to make a similar 
exchange if we would go along with them. 

The first offer I believe had been for 2800 shares of stock 
of the Federal Water Service 5Vis’s; and about June 1 or 2, 
throwing the thing over again, we made a counter-offer to 
Mr. Erskine in which we offered 2500 shares of the various 
preferred, 6, G 1 /*, and 7, in exchange for a hundred deben¬ 
tures, but the majority of it would have been 6 J /*> and 7% 
preferred stock. 

This w’as not of interest to them, and nothing further 
happened until the 10th day of June, at which time we 
talked again with Mr. Erskine, and, as you recollect, that is 
the day that Italy declared war against France and Eng¬ 
land, and Mr. Erskine told me, he said, “Well, I would 
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much prefer to have you talk directly to Mr. Chenery and 
not have me as the go-between on this. You two fellows 
might just as well talk the thing over, and probably could 
come to a basis of trade quicker than if it was done through 
myself as a third party.” 

So that afternoon about 3:30 I went over to Mr. 

2879 Chenery’s office and talked the whole thing over, as 
to how far the plan was before the SEC and as to 

what the effect would be if France capitulated, and all the 
various other factors that you can think of regarding that 
trade and the possible future market value. 

AVe finally came to a basis of making it 2700 shares of an 
average of 6 3 /l>% preferred stock for a hundred of the bonds. 
Knowing full well—and after having answered many ques¬ 
tions regarding the company and the prospects of the 
SEC’s approval, which lo-oked as though it might be handed 
down just almost any day, I felt in view of the serious 
state ah.road 1 would much prefer to have the bonds at that 
time than the preferred, even though I might lose somewhat 
in market value if the plan was approved immediately by 
the SEC in the next two or three days, or if, for instance, 
France and England were able to make a victorious battle 
between Germany and Italy. And today I am very much 
delighted we made the trade. It was a toss-up as to which 
it was going to benefit the most. So far I believe—I know’ 
as far as w*e are concerned it’s been a most satisfactory 
trade. 

Q. Xow do you recall a transaction in w’hich Green, Ellis 
& Anderson w’ere interested at one time? A. Yes. As I 
recollect, it was some time just after w*ar had been declared 
in September—it may have been 30 or 45 days after 

2880 that—that Mr. Erskine called me up and said that 
Mr. Nosworthv of Green, Ellis & Anderson had asked 

him if he could make a bid on a little block of Federal pre¬ 
ferred that was held by one of their correspondents abroad, 
and w’e called up— 

Mr. Hubbard: (Interposing) May I have the name 
stricken out? Mr. Erskine suggests the possibility that 
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people there in New York might not want to have their 
names used, so 1 suggested instead of—could we substitute 
4 ‘a brokerage firm” for “Green, Ellis & Anderson”? 

Mr. Baldy: No, I think we ought to have the names. If 
it is going to be talked about at all, we ought to know who 
it is they arc talking about. 

Mr. Hubbard: All right. 

A. (Continuing) We—or I called up Mr. Nosworthy and 
told him that Mr. Erskine had mentioned that they were 
interested in a bid for a block of the stock and that we would 
be very glad to make a bid for it. Subsequently, I think it 
turned out to be, instead of 700 shares turned out to be 
nearly 1500 shares of stock that we purchased from them 
and then we distributed. 

Q. Did they tell you where the stock was owned? A. 
Just it was held abroad. 

Q. And you made the transaction under those circum¬ 
stances? A. That is right. 

2881 Q. Now, Mr. Ingalls, one of the questions that ha$ 
been raised in this case is with respect to purchases 
by officers and directors of the company of the company 
stock. Have you any views with respect to that question? 
A. Well, I am a great believer in officers and directors own¬ 
ing stock in their own companies. I, frankly, always am 
impressed in my own mind when I see a company whose 
officers hold very little, if any, of the stock of their com¬ 
panies ; and those who have enough confidence in their com¬ 
pany to purchase their securities and hold them and retain 
them I believe are instilling confidence not only with brok¬ 
ers but also with investors. 

Q. Did you know during the past three or four years that 
the officers and directors of Federal Water Service Corpo¬ 
ration were purchasing preferred stock of Federal Water 
Service Corporation? A. Yes, sir. 

Q. Did you see any impropriety in that? A. No, sir. 

• #•#•••*•• 



Testimony of Christopher T. Chenery, July 23, 1940. 

2893 Re-direct examination 

Bv Mr. Hubbard: 

Q. Mr. Chenery, at the close of the last hearing you were 
being questioned with respect to the purchases by the 
Chenery Corporation. A. Yes. 

Q. And these purchases are shown upon Applicant’s Ex¬ 
hibit Xo. 33? A. Yes. 

Q. Now I would like to take up these purchases with you 
and ask you as to the status of the plan at the time that 
these purchases were made. 

Will you turn to Exhibit 33? Xow according to this sheet, 
Chenery Corporation purchased 100 shares of stock on 
April 29, 193S. What was the status of the plan at 

2894 that time? A. The first plan had been filed with the 
Commission, public hearings had been held; a com¬ 
plete disclosure of the position of the company, its earning 
position, its assets, its forecast of earnings, and everything 
in connection with it was on file with the SEC. There had 
been newspaper publicity, releases by the Commission, and 
complete information available to anybody who wanted it. 

Q. And on April 8, 193S, you had a conference down here 
in Washington and had been told that the SEC would not 
recommend the plan? A. That is true. 

Q. Xow you purchased 50 shares of preferred stock—- 
Chenery Corporation purchased 50 shares of Federal 
Water Service preferred stock, on May 3, 193S? A. Yes. 

Q. Was the status of the plan the same? A. It was. 

Q. May 6, 1938, 50 shares. Was the status of the plan the 
same? A. Yes. 

Q. Xow on August 18 you purchased—the Chenery Cor¬ 
poration purchased 30 shares of Federal Water Service 
Corporation preferred stock. What was the status of the 
plan at that time? A. The capital reduction plan 

2895 had been filed, but we had been told that it was the 
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opinion of the staff that the prospects of its favorable re¬ 
ception were remote. 

Q. A hearing had been held, had it not, on the capital 
reduction plan ? A. Yes. 

Q. As an alternative plan to the one filed on November 
8, 1S37 ? A. That is true. 

Q. Now was the status of the two plans the same on Au¬ 
gust 19, 1938, when the Chenerv Corporation purchased 20 
shares? A. Yes. 

Q. August 20, 1938, when the corporation purchased 13 
shares? A. Yes. 

Q. August 29, 1938, when the corporation purchased 9 
shares? A. Yes. 

Q. And September 1, 1938, the corporation purchased 
18S shares. A. Yes. No change. 

Q. The status of the plan was unchanged? A. No change. 

Q. And on September 12, 1938, when the corpora- 

2896 tion purchased 100 shares? A. No change. 

Q. And through the rest of September, 1938, there 
was no change? A. No change. 

Q. Now on November 15, 1938, the corporation pur¬ 
chased 100 shares? A. Yes. 

Q. What was the situation in November, 1938? I call 
your attention to the fact that the letter from Mr. Riter 
is dated November 28,1938. A. Yes. There was no change 
in the situation. 

Q. November 16 ? 1938? A. No change. 

Q. November 18, 1938? A. No change. 

Q. November 21, 1938? A. No change. 

Q. December 2, 1938? A. We had bad a conference with 
the staff, in a preliminary fashion, but quite inconclusive. 

Q. The conference, I call your attention, did not take 
place until December 5. A. December 5? 

Q. 1938. The conference had been arranged at 

2897 that time. A. No change on that date. 

Q. December 6, 1938, the corporation purchased 
25 shares. That was the day after the conference in Wash- 
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ington, at which you were handed the memorandum by Mr. 
Fortas. A. Yes, and we were quite far apart. 

Mr. Baldy: There were 35 shares purchased on that day. 

Q. And then there was another 10 shares purchased on 
December 6, 1938, making 35 shares on December 6, 1938? 
A. Yes. 

Q. Xow on March 20, 1939, the corporation, the Chenery 
Corporation, purchased 600 shares. A. That is true. 

Q. Xow prior to that purchase had any publicity been 
given out with respect to the filing of a new plan ? A. The 
Wall Street Journal on February 15 had published a full 
and complete outline of the plan which was to be proposed. 

Q. I show you a clipping from the Wall Street Journal 
as of February 15, 1939, and ask you if that is the state¬ 
ment to which you refer. A. That is the statement to 
which I refer. 

Mr. Hubbard: I offer it in evidence. 

(The Examiner: Admitted.) 

(The document referred to was received in evidence 
as Applicant’s Exhibit Xo. 38.) 

2S98 Q. At that time bad any agreement been reached 
with the staff or with the Commission as to the ap¬ 
proval of that plan which was referred to in the Wall Street 
Journal? A. Xo. 

Q. Xow on May 2, 1939, Chenery Corporation purchased 
84- shares. A. Yes. 

Q. What was the status of the plan at that time ? A. Mr. 
Culin—I find I asked him to give me the dates of the con¬ 
ferences which he considered vital and which he testified 
might have an effect, and he thought that between the pe¬ 
riod April 28 and May 11 that the officers might have had 
special information which wasn’t generally public. Xow 
I would like to say in that that I don’t think that the of¬ 
ficers ever had information which wasn’t generally avail¬ 
able to stockholders. In fact, one of the dissenting stock¬ 
holders, Mr. Russo, has always had much better informa- 
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lion than I have and he could tell us in advance what the 
situation would be, much more clearly and much more ac¬ 
curately than were our own views of it. Where he got it 
or how he got it, I have no knowledge. All I know is that 
he could and would and did on several occasions forecast 
correctly the action of the Commission, saying he could get 
information to that point. 

Q. Now I call your attention to the fact that there was 
a conference here in Washington on April 26, 1939. I 

2899 show you what purports to be a memorandum of 
that conference and ask you what the situation was 

with respect to the plan and the attitude of the Commis¬ 
sion at that time. 

The Witness: Will you read the question? 

(The question was read by the reporter.) 

Q. Do you recall having a conference with Judge Healy? 
A. I do. 

Q. Do you recall whether or not it was suggested to 
Judge Healy as a possible procedure that the Commission 
turn down both plans, if that was the view of the Com¬ 
mission, and in its order state what plan would be satis¬ 
factory to the Commission? A. Yes. 

Q. And Judge Healy thought that—or expressed him¬ 
self, did he not, as thinking that that was worthy of con¬ 
sideration? A. Yes. 

Q. Now was any tentative procedure with respect to 
plans discussed with the Commission at that conference 
on April 26, 1939? A. The procedure was discussed that 
the Commission could, in a report, if it denied two alter¬ 
native plans which were then before it becoming effective, 

could suggest a third alternative plan. That was- 

Q. (Interposing) Did you know on April 26, 1939, that 
the Commission was favorably disposed to the plan 

2900 which was filed in May, 1939? A. No, I certainly 
did not. 
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Q. At that conference the possibility of purchasing pre¬ 
ferred stock by the corporation was referred to, was it not? 
A. It was. 

Q. And that was the conference at which Mr. Spencer 
expressed himself as thinking that the suggestion was ter¬ 
rible ? A. That is true. 

Q. Xow two days later what happened? A. I see by 
this list that Chenery Corporation bought- 

Q. (Interposing) I meant with respect to the plans. A. 
Oh, with respect to the plan. Very much to my surprise, 
Mr. Spencer called me on the telephone. 

Q. And advised you in substance as you have testified 
heretofore ! A. That is correct. 

Q. Xow have you caused an investigation to be made as 
to the instructions which were given with respect to the 
purchase of the S4 shares of preferred stock on May 2, 
1939? A. I have. 

Q. Will you state what those instructions were? A. On 
April 26, 1939, two days before this, the corporation wrote 
a letter to Gilbert J. Postley. 

Q. By “the corporation” you mean Chenery Cor- 
29ul poration? A. The Chenery Corporation—which 
stated: “This will authorize you to sell for our ac¬ 
count 250 shares of Alabama Water Service $6 preferred 
stock, and to purchase with the funds from this sale Fed¬ 
eral Water Service Corporation preferred stock on the 
basis of about four shares of Federal for one share of 
Alabama. Yours very truly, Chenery Corporation, Jacque¬ 
line Sanford, assistant secretary.” 

Q. And the 84 shares that were purchased were in pur¬ 
suance of those instructions? A. Pursuance of those in¬ 
structions. 

Q. Xow the next plan was filed on May 11, 1939, was it 
not? A. Yes. 

Q. And on May 19, 1939, Chenery Corporation purchased 
244 shares of preferred stock? A. That is right. 
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Q. Have you a record showing when publicity was given 
to that, to the filing of that plan? A. I have here Securi¬ 
ties and Exchange Commission Holding Company Act Re¬ 
lease No. 1536, dated May 16, 1939, covering the details of 
the plan. 

Q. Chenery Corporation made purchases June 6, 1939, 
and June 29, 1939? A. That is true. 

Q. And the status of the plan was that it was pend- 

2902 ing before the Commission at that time. A. That is 
true. 

Q. The Havender decision in the Chancery Court of Del¬ 
aware came down in the early part of June, 1939, did it 
not? A. That is my recollection. I haven’t the definite 
date before me. 

Q. I show you a memorandum of a conference held with 
the staff of the Securities and Exchange Commission on 
June 20, 1939, and ask you if that refreshes your recol¬ 
lection as to whether the decision on the Havender case in 
the Chancery Court had come down before that date. A. 
It had come down before June 20. 

Q. I show you a memorandum of a conference in the of¬ 
fice of the SEC on June 28, 1939, and ask you if that re¬ 
freshes your recollection as to the status of plans at that 
time. A. It does. 

Q. And what was the status at that time? A. The Hav¬ 
ender decision had made the plan filed inapplicable, and 
the Commission staff was discussing with us filing under 
11 (e), isn’t it? 

Q. That was the first suggestion that you had received 
for reorganization of Federal Water Service Corporation 
under the Holding Company Act in the manner now per¬ 
mitted by Delaware corporation law? A. That is true. I 
modify that this way: that a day or two prior to 

2903 this, suggestion had been made by telephone, but 
this was the first meeting of which I have a record 

at which we discussed it down here. 
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Q. Then on June 29, 1939, the status of the situation was 
that the plan before the Commission had been interfered 
with by the decision of the Delaware Court in the Haven- 
der case and a suggestion had been made by the staff of 
the SEC for reorganization under Section 11 (e) ? A. That 
is true. 

Q. And state whether or not it looked as if you were 
about as far away from a plan as ever. A. It did. It did 
so look. The opinion of our counsel was that the plan un¬ 
der 11 (e) was in conflict with Delaware law, and his advice 
to us was not to file such a plan. 

Q. Now was that the status of the plan in July, 1939? 
A. That was the status- 

Q. (Interposing) I am not overlooking the fact that 
there were various conferences with the SEC during that 
period-A. Yes. 

Q. (Continuing)—but was anything conclusive reached? 
A. We had no thought of being able to agree wfith the SEC 
on the plan at that time. We seemed very far apart. 

Q. But during that period you were attempting 
2904 to work something out? A. We were attempting 
earnestly to work something out. 

Q. Along the lines of the common stock plan? A. That 
is true. 

Q. Either under 11 (e) or some other procedure? A. That 
is true. 

Q. And was that the situation generally in August, 1939? 
A. August, 1939, we reinstated the capital reduction plan, 
because we could not agree with the staff of the Commission 
on the filing under 11 (e) plan, and because they insisted on 
our going to hearing on plans which were then pending, so 
their dockets could be closed. 

Q. And you had a hearing on the capital reduction plan 
on August 29 and August 30, 1939? A. Yes. We had no 
reason to believe that the Commission would— 

Q. (Interpo-sing) Approve the plan? A. (Continuing) 
—approve the plan. 
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Q. But publicity had been given to the capital reduction 
plan through notice of hearing, had it not? A. "Well, this 
was merely a reinstatement of the capital reduction plan 
which had been filed the year before, and publicity had 
been given at that time, about a month after the plan had 
been originally filed with the Commission. 

Q. Now was the situation approximately the same 

2905 in September, 1939? A. Yes. 

Q. And November, 1939? A. Yes. 

C t ). And in January, 1940, on January 3, 1940? A. Up 
until the reversal of the Havender case in January, 1940. 

Mr. Hubbard: Off the record. 

(Discussion off the record.) 

Q. Mr. Chenery, there appears on Exhibit 33 that Chen- 
erv Corporation made a purchase of 2700 shares of Federal 
Water Service preferred stock in exchange for $100,000 par 
value of Federal Water debentures. You have heard Mr. 
Ingalls’ testimony this morning with respect to that trans¬ 
action? A. Yes. 

Q. Will you state the circumstances of that transaction? 
A. My recollection of its doesn’t differ in any substantial 
particular from Mr. Ingalls’. 

Ingalls & Snyder had acquired a large block of preferred 
stock, some in their own hands, some in the hands of their 
clients. Postley had a substantial block of preferred stock, 
some in his own hands and some in the hands of his clients. 
The suggestion had been made that that block might be 
used as a basis of control and sold to some group who might 
desire control and that it might be a profitable thing 

2906 to the holders of that stock if they so did. 

They asked what we thought about it, and I ex¬ 
pressed the opinion that it was their own stock, they bought 
it and paid for it and could do as they pleased, but if they 
asked me whether T would consider it a friendly thing to 
attempt to go out and sell control of the company that I 
wouldn’t regard it as a friendly action. 
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Well, they said our position was very weak and that we 
ought to have more stock, which I agreed. We discussed 
the purchase with them—or the exchange, rather, of a hun¬ 
dred thousand Federal debentures for this stock. 

I thought the market was pretty jittery and would get 
more so and that they wouldn’t want to hold very large 
blocks of stock for which there was no market, wouldn’t 
want to be tied up with it, especially with Italy heading 
for war, and that it was to the advantage of our group to 
buy this stock, buy it not for quick profits, because that was 
never inherent in the purchase at any time—no one who 
wanted quick profits would tie up large sums of money in 
Federal Water Service preferred stock, especially if he was 
an officer and director and would be prohibited from getting 
out in a six-months’ period. The purchase obviously had 
to be to strengthen the position. 

I think on one jittery day I suggested to Mr. Erskine 
that he tell them to exchange the debentures for 3000 
2907 shares, and they thought that they would exchange 
< for 2500 shares, and conversations jockeyed back and 
forth. Each time the market would go up a little bit, they 
would go- down a few shares and each time it would go down 
we would want more. And then finally the day Italy de¬ 
clared war nobody knew what was going to happen; we came 
to an agreement on 2700 shares of 6% equivalent preferred 
stock for the hundred thousand debentures. 

Q. Xow, Mr. Chenery, after these tentative findings and 
conclusions of law came down, request was made in behalf 
of the SEC, was it not, for opportunity to examine the 
broker’s confirmation slips and all other memoranda with 
respect to the purchases by Chenery Corporation? A. It 
was. 

Q. And representatives of the SEC came to New York 
to make the investigation? A. They did. 

Q. Did you give them every facility? A. I think they will 
so testify. 

Q. And you so testify? A. And I so testify. 
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Q. Just so the answer is complete: you gave them every 
facility to make any investigation they wanted to with re¬ 
spect to those purchases! A. I gave them—I did. 

2908 Q. And how long were they in New York? A. I 
don’t know. I saw them on two separate days. 

Whether they were there longer than that, I don’t know. 

Q. How many men ? A. Three, I think. 

Q. Now, Mr. Chenery, do you recall back in October, 1937, 
purchases of preferred stock at a market break? A. Very 
clearly. 

Q. Did you consider there was any impropriety in mak¬ 
ing those purchases? A. I thought that we w’ere render¬ 
ing a real service to stockholders. 

Q. In making the purchases? A. In making the pur¬ 
chases. The market dropped away. There were no bids. 
People had to sell the stock. Anybody who came in the 
market during that period with a bid for stock was render¬ 
ing a service to the stockholder in that he was making a 
market which didn’t then exist. 

Q. Now after those purchases there was a hearing in 
Washington with respect to the plan filed on November 8, 
1937? A. That is true. 

Q. And the Class A stockholders were represented at that 
hearing by Mr. Levin? A. That is true. 

Q. And Mr. Levin questioned you about those pur- 

2909 chases? A. That is true. 

Q. And undertook to criticize the purchases, is 
that correct? A. That is true. 

Q. What did you think about that criticism? A. I 
thought it was unjust and unfair, and it rankled a great 
deal, and a plan had been filed, but it seemed to me that it 
was hitting a minor thing and giving it major importance. 
Plans are filed and are withdrawn, or something happens 
or doesn't happen, but the world goes on, Wars are declared, 
markets break, earnings go up or earnings go down, and 
those are the things which affect your values, not the im¬ 
minence of a plan. 
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I thought that this imminence—I knew a plan was to be 
filed in October, but I thought the filing of a plan in October, 
with a market break and values crashing all around, had 
nothing to do with the price of the stock, the price of the 
stock was reflecting the general break in the market, and 
that by purchasing at that time we were rendering a service 
to stockholders and we were also buying stock at a level 
which I considered cheap, but we were criticized. 

Now I read this testimony again last night and it re¬ 
freshed mv recollection a good deal. I remember— 

» '—’ 

Q. (Interrupting) You mean you considered the testi¬ 
mony ; you didn’t read it, did you ? A. I read the 
2910 testimony last night. 

Q. The testimony of the original hearing? A. 1937 
hearing, yes. And it refreshed my recollection a good deal. 

I think when that hearing was over and after that crit¬ 
icism had been made, which we considered unjust, we had 
a meeting on our offices, attended by our executives, and at 
that time we agreed that from then on we would not pur¬ 
chase stock or let stock be purchased at any time at which 
we could be criticized, even unfairly. That criticism had 
rankled enough so that we did not want to be in that posi¬ 
tion again. 

The Examiner: Off the record. 

(Discussion off the record.) 

Q. \Vhat was the conference which you had at that office? 
A. The conference was one of the executives of the corpo¬ 
ration. I can’t place the date of it; I was vague about it 
vesterdav. Reading this testimonv refreshed mv recol- 
lection last night, and the effect of the conference was an 
understanding among all officers that no stock would be pur¬ 
chased at anv time at which it could be said, fairlv or un- 
fairly, that we had more information than the general pub¬ 
lic. 

Q. I think you testified yesterday that the details of those 
purchases were not handled by you. A. They were 
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2911 not handled by me, and I had no knowledge of the 
timing of the purchases. 

Mr. Hubbard: 1 have no further questions. 

Re-Cross Examination 
By Mr. Baldy: 

Q. Mr. Chenery, that conference to which you refer, at 
which you determined a policy to avoid purchases which 
might be criticized, what were the criteria that you deter¬ 
mined upon by which you would judge whether a purchase 
was open to criticism or not? A. Whether we had informa¬ 
tion not generally available which would or could substan¬ 
tially affect the market price of the stock. 

Q. What do you mean by “generally available”? You 
mean if somebody came down, if it was a matter of public 
record in the files of the SEC, then you were free to pur¬ 
chase;’ A. If it was a matter of public record in the files 
of the SEC and if there had been public announcement. 

Q. And if there had been a public announcement? A. If 
there had been a public announcement, yes. 

Q. Then you felt that it was entirely proper under those 
circumstances for you to avail yourself of information 
which had been given that degree of publicity? A. Yes, be¬ 
cause that same information was available to anybody else 
who wanted it. 

• •#•*•••*# 

Testimony of Howard M. Erskine, July 23, 1940. 

291(1 Q. Mr. Erskine, you are an officer of Federal Wa¬ 
ter Service Corporation? A. I am. 

2917 Q. What position do you hold? A. My particular 
duties are that relating to securities of the corpora¬ 
tion itself, under the various subsidiary companies, the 
financing of all of the subidiary companies, and in general 
the bonds and stocks of all subsidiary companies—that is, 
anything to do with refunding and refinancing is all in my 
department. 
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Q. You are vice-president of the company, are you not? 
A. Yes, sir. 

Q. And when did you become vice-president of Federal 
Water Service Corporation? A. I think in the spring of 
1939. 

Q. You are a director of Federal Water Service Corpo¬ 
ration? A. 1 am now—pardon me: you said officer or di¬ 
rector ? 

Q. I said vice-president. A. 1 became vice-president 
January 1, 1937. I am sorry. 

Q. When did you become a director? A. I think in the 
spring of 1939. 

Q. Xow, Mr. Erskine, as part of your duties do you keep 
ia touch with market conditions of Federal Water Service 
Corporation preferred stock and stocks of the subsidiaries, 
bonds of the corporation, and bonds of the subsidiaries? 
A. Yes, sir. 

(>. Will you state the number of dealers, in your 
291S judgment, who are interested in Federal Water Serv¬ 
ice Corporation stock? A. Well, I can only answer 
that very generally. I would say that from three or four 
or five in an inactive market to probably fifty in an active 
market. It would fluctuate, the number of dealers inter¬ 
ested in the trading of those stocks would fluctuate with the 
activity in the market. 

Q. What do these dealers do in connection with purchases 
and sales of Federal Water Service Corporation preferred 
stock? A. Well, the Federal W'ater being an unlisted se¬ 
curity, it is included in a list called the National Quotation 
Sheets, which list all of the securities of corporations where 
they are not listed on the New York Stock Exchange or on 
the New Yoi*k Curb, and those are distributed verv widelv, 
I understand, throughout the whole country. 

In addition to that, the National Association of Security 
Dealers I believe give to the various newspapers through¬ 
out the country quotations on over-the-counter securities, 
and among those Federal Water Service preferred stocks 
are invariably quoted. 
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Q. During the period from November 8, 1937, down to 
date, in your judgment was there plenty of preferred stock 
available to anvone who wanted to buv it? A. Yes, 
sir. 

2919 Q. At the present time about how long do you think 
it would take to acquire 10,000 shares of Federal Wa¬ 
ter Service Corporation preferred stock at about the mar¬ 
ket price? A. It is a very difficult guess. I would guess 
from three to six months, but that would be governed by 
market conditions and many, many things. 

Q. Now you from time to time were requested by the 
Chenerv Corporation and other officers of Federal Water 
Service Corporation and its subidiary companies to take 
some action with respect to purchases of preferred stock, 
were you not? A. That is true. 

Q. And what did you do? A. Invariably, Mr. Hubbard 
—a typical example would be an officer or employee coming 
to me and asking what the market is on the stock. I would 
telephone or get for him the market on the stock, and he 
would indicate his desire to buy 10 shares or 50 shares or 
whatever it happened to be, and I would say, “That stock 
can be obtained from such-and-such a broker”, and con¬ 
tacted the broker and the individual who wanted to buy the 
stock, and thereafter— 

Q. (Interposing) Thereafter the negotiations were be¬ 
tween the broker— A. (Interposing) Thereafter the con¬ 
firmation, and so forth, would be between the broker and 
the individual. 

2920 Q. How much time do you suppose this service, if 
we may call it such, took you in the course of a day? 

A. Oh, probably a couple of telephone calls, Mr. Hubbard— 
a very few minutes. I didn’t devote any time to it particu¬ 
larly. 

Q. Now you have heard Mr. Ingalls testify with respect 
to his almost daily calls to you. What was the nature of 
those telephone calls? A. Mainly to give me various quo¬ 
tations. I have an early morning, as soon as the market 
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opens, several brokers who call me, probably four or live, 
who will call me on quotations on various securities as ap¬ 
plied to the Federal Water Service System. We are always 
interested in where our bonds of subsidiary companies, our 
Federal bonds, our stocks of subsidiary companies are sell¬ 
ing:; and I receive those quotations, jot it on a piece of paper 
on my desk. 

That is the prime motive for the conversations. There 
might be a few seconds of general conversation—sometimes, 
in the case of Mr. Ingalls, a few questions whether there 
is anything new in the situation, the Federal situation, and 
we have general conversation— 

Q. Is the contact which you have with Mr. Ingalls in this 
regard anv different from that with a number of other 
brokers? A. Oh, no. No, no. 

2921 Q. How many houses do you suppose you have 
such connections with '! Is it practically all of those 
who are activelv engaged in making a market for Federal 
Water Service Corporation preferred stock? A. Yes, sir. 
The calls from dealers will probably fluctuate with the mar¬ 
ket activity, or with any publicity that is given earnings of 
the various subsidiary companies, or publicity as to the 
plan, if you will. 

Q. Is it general practice in New York City for banks and 
n brokerage houses and investment companies to call you up 
and ask you questions about the company? A. Yes; not 
only New York City, but out of town, also. 

Q. Can you give us a typical example of the way that 
thing works? A. Well, a typical example would be that a 
lirm in Portland, Maine, will call and say, “I have an in¬ 
quiry from a customer who owns some—or wants to buy 
some New York Water preferred stock. Is there anything 
new in that situation, or anything that I can tell him?” 

I say—well, if there is, I will probably tell him; if there 
isn’t, I probably won’t, if there is nothing new in the situa¬ 
tion. If earnings have been published and if he hasn’t the 
iatest earnings, I will send them to him. 
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Q. Have you ever suppressed any information from any 
stockholder or investment house or broker or any- 

2922 body who asked you for information? A. Certainly 
not, knowingly. 

Q. You endeavor to give him as accurate a picture of the 
situation as you know ? A. I usually tell him what I know’, 
Mr. Hubbard, entering no opinion one way or the other on 
the purchase or sale of securities. 

Q. Well, do you always do it? 

The Witness: Will you read my last answer? 

(The answer was read by the reporter.) 

A. Always tell him—I correct that to “always”. 

Q. You don’t know of any time when you had informa¬ 
tion and you were asked about it that you didn’t give it, 
do you? A. No, sir. 

Q. It is a policy of the company, and has been since you 
have been connected with it— A. (Interposing) Yes, sir. 

Q. (Continuing) —to give absolutely all information 
which the officers and directors have to an inquiring per¬ 
son? A. That is correct. 

Q. Now’, Mr. Erskine, do you recall a conversation as to 
the officers and directors purchasing preferred stock at 
times w’hen they might have information w’hich was not 
knowm to other people with respect to plans or other cir¬ 
cumstances? A. Yes, sir. 

2923 Q. What w r as said at that conference? A. The 
first conference w’as held, as has been testified, after 

the hearing of 1937, in w’hich the purchases by officers was 
criticized, and w*e simply decided that we wrould not be sub¬ 
ject to criticism and that wre would not purchase securities 
when the public did not have full—the same information 
that wre had regarding the plan or any other situation. 

Q. And there w’as another conference, was there, at some 
subsequent time? A. Yes, sir. I have a memorandum of 
another conference held in January, 1939, which memo¬ 
randum shows that such conference was held with Mr. Chen- 
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ery, Mr. Culin, and Mr. McHenry and myself, regarding 
the purchase of preferred stock at that particular time, 
and it was decided at that time that we should continue to 
follow our policy of not purchasing stock so long as the pub¬ 
lic did not have the same information that we did, and at 
that particular conference there was a—the proposition un¬ 
der discussion was released, I find, on February 15, in the 
Wall Street Journal; that was the green light, was Febru¬ 
ary 15, after the publicity was in the Wall Street Journal. 

Q. According to Exhibit Xo. 33, Mr. Erskine, you pur¬ 
chased 50 shares of Federal Water Service Corporation 
preferred stock on September 7, 1938, and 25 shares 

2924 on September 27,1938. A. That is correct. 

Q. Do you know of any impropriety in connection 
with that purchase? A. I felt no such impropriety, no, sir. 

Q. Why did you make the purchase ? A. Briefly, I thought 
the stock was cheap, and I was interested in being a mem¬ 
ber of the group who owned the stock in order that we 
should all have a continuing voice in the management of 
the business. 

Q. Have you made a comparison between the prices of 
Federal Water Service Corporation preferred stock as 
quoted in the market and the Dow-Jones averages'? A. I 
did. 

Q. What did that comparison show? A. Comparison 
shows me that the price of the Federal preferred stock fol¬ 
lowed very closely the Dow-Jones averages up until De¬ 
cember, January—December, 1939—January, 1940. 

The Examiner: Off the record. 

(Discussion off the record.) 

The Witness: They are called Dow-Jones averages. 
Whether they are only industrial averages or not, I don’t 
know. They are contained in a chart published by the In¬ 
stitute of Applied Econometrics, of New York City. And 
also in this chart, I might add, there is another line 

2925 entitled “Major Business Trend”, which is a scien- 



title curve of the trend of business as it is and as it 
has been over a period of years, and in December, 1939— 
January, 1940, it appears that the price of the Federal 
stock went against the market- It went up and the market 
stayed steady until May, but during that period all utility 
stocks and bonds were very strong—it was a utility mar¬ 
ket, in other words, when all utilities went against the mar¬ 
ket, so that Federal Water Service in that instance followed 
closely all utilities. 

Q. What conclusion do you draw from that comparison? 
A. I conclude that, first, that the purchase of preferred 
stock by the officers, directors, and employees of the cor¬ 
poration had no effect whatever upon the market. It leads 
me to the conclusion that there was a slight flurry in the 
market—saw-toothed, in other words, in the chart. 

2950 Mr. Hubbard: It is hereby stipulated between 
counsel for the applicant and counsel for the Com¬ 
mission that there be incorporated in the record the Com¬ 
mission’s File No. 39-1-1, being reports filed with the Se¬ 
curities and Exchange Commission on form U17-1 and U17- 
2, by officers and directors, Federal Water Service Corpo¬ 
ration and Utility Operators Company. 

It is not, however, necessary to copy this file into the 
transcript of the record. 
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8/1 tfyk 

10 

20.75 

207.50 

6.50 

8A9/J8 

20 

20.75 

415.00 


6.50 

8/20/38 

13 - 

20.75 

269.75 


6.50 

8/29/38 

9 

20.50 

164.50 


6.00 

9/V38 

IBS 

20.00 

3,760.00 


6.50 

6.50 

6.50 

9A2/38 

9A3/38 

9A5/38 

100 

50 

70 

21.125 

20.50 

19.25 

2,112.50 

1,025.00 

1,347.50 


6.50 

9/23/38 

170 

19.00 

3,230.00 


6.50 

9/28/38 

25 

16.50 

462.50 


6.50 

9/30/38 

35 

19.00 

665.00 


6.00 

UAJ/38 

100 

21.125 

2,112.50 


6.50 

11AV38 

100 

21.00 

2,100.00 


6.00 

UA*/38 

100 

20.50 

2,050.X 


6.00 

11/21/38 

75 

20.50 

1,537.50 


6.00 

12/2/38 

50 

19.00 . 

950.X 


6.50 

12/08 

25 

21.75 

543.75 


6.50 

12/08 

10 

22.75 

227.50 


6.50 

3/20/J9 

150 

23.00 

10,390.X 


7.00 

3/20/39 

150 

23.00 

3,450.X 


6.50 

5/2/39 

*4 

21.1607 

1.777.50 


6.50 

5A9/39 

244 

24.3196 

5,933.96 


6.50 

6/6/39 

64 

23.966 

2,015.X 


6.50 

6/29/39 

12 

20.665 

247.96 


6.50 

6/29/39 

120 

20.665 

2,479.X 


6.00 

7/5/39 

115 

21.5174 

2,474.50 


6.00 

7/6/39 

25 

22.00 

550.X 


6.50 

‘ 7/6/39 

25 

22.25 

556.25 


6.50 

7/6/39 

30 

23.25 

697.50 


6.00 

7/21/39 

40 

24.75 

990.X 


6.00 

6,00 

7/21/39 

7/22/39 

50 

20 

24.75 

24.75 

1,237.50 

495.X 


6.00 

7/25/39 

100 

24.75 

2.475.X 


6.00 

7/25/39 

67 

25.00 

1,675.X 


6.00 

7/25/39 

50 

24.75 

1,237.50 


6.50 

7/25/39 

73 

25.25 

1,893.75 


6.50 

7/26/39 

12 

25.25 

303.X 


6.00 

7/26/39 

33 

24.50 

606.50 


6.50 

7/27/39 

30 

25.00 

750.X 


6.50 

7/29/39 

1? 

24.25 

363.75 


6.50 

7/31/39 

35 

24.75 

666.25 


6.00 

6A/39 

60 

24.25 

1,940.X 


6.00 

«A/39 

20 

24.00 

460.X 


6.00 

8A/39 

25 

24.50 

612.50 


6.00 

6.00 


50 

10 

25.00 

24.75 

1,250.X 

247.50 


6.50 

*/2/J9 

15 

25.25 

376.75 


6.50 


6 

26.50 

159.X 


6.00 


6 

25.50 

204.X 


6.00 


16 

25.75 

412.X 


6.00 

8/3/39 

25 

26.00 

650.X 


6.00 

8/7/39 

200 

25.50 

5,1X.X 


6.00 

8/11/39 

175 

25.50 

4,462.50 


co 
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Oba-sary Ooro, 
(ooetinuad) 


i 







Dir. 





Kata 

Data of 

lYmbar of 

Frl— 


I£Ll 

Pm-Qhaat 

ai^raj 

9 tr Ifrurt 

Total Coat 

16.00 

6A5/39 

45 

625.50 

6 1,147.50 

6.50 

8/15/39 

224 

26.00 

5,824.00 

6.50 

8 A 6/39 

109 

26.00 

2,834.00 

6. .0 

9/22/39 

150 

21.25 

3,187.50 

6.00 

9/25/39 

75 

21.25 

1,593.73 

7.00 

9/27/39 

no 

23.00 

2,330.00 

6.00 

9/20/39 

26 

22.25 

578.50 

6.00 

9/29/39 

10 

24.50 

245.Op 

6.00 

10/11/39 

65 

25.00 

1,625.00 

6.00 

10/13/39 

25 

24.75 

618.75 

6.00 

10A6/39 

25 

24.50 

612.50 

6.00 

10/17/39 

10 

24.75 

247.50 

6«00 

10A9A9 

10 

24.75 

247.50 

6.00 

10A9A9 

• 100 

25.00 

2,500.00 

6.00 

10/21/39 

50 

24.75 

1,237.50 

6,00 

10/23/39 

75 

25.00 

1,675.00 

6.00 

10/23/39 

39 

25.00 

975.00 

6*00 

10/23/39 

17 

25.00 

425.00 

6.50 

10/23/39 

22 

25.25 

555.50 

6.50 

10/23/39 

40 

25.375 

1,015.00 

6*00 

10/2^9 

12 

24.75 

297.00 

6.00 

10AV39 

22 

25.00 

550.00 

6.00 

!0AV39 

50 

24.75 

1,237.50 

6,00 

IOA5/39 

25 

25.25 

631.25 

6*00 

10/25/39 

•0 

25.25 

2,020.00 

6.00 

lO/w/39 

10 

25.00 

250.00 

6.50 

10/25 A9 

20 

25.50 

510.00 

6.00 

10/27A9 

30 

23.373 

761.23 

6.00 

WJ1/39 

18 

25.00 

450.08 

6.00 

10/5/39 

50 

25.23 

1,262.30 

6.00 


50 

26.00 

1,300.00 

6.50 

u/2/39 

100 

24.673 

2,467.30 

7.00 

1W39 

50 

25.30 

1,273.00 

6.00 

V3/40 

30t 

34.00 

10,472.00 




At. 23.6816 


6.00 

6/10/10 

781 ) 



6.50 

6/10/40 

1,136 j - 


100,000.00* 

7.00 

6/10/10 

m 5 





8,618 

At. 27.666 

1 240,ni.cn. 

•ill of 

tha— uraasaotioas raflaota* tha —haafa af 


$100,800 principal u*«t of 5# Dabanturaa far aa 
apprafata of 2700 aharaa of prafarra4 stock af tha 
▼arious —rla« ladloatoA, without papnat ar ratal yt 
of up aaah canaldarattwu 


CO 
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APPLICANT’S EXHIBIT NO. 36 (DOCKET NO. 84). 


TRAM3F?ftS OF F EDERAL PR.^FOUISD D’JP.IHG 1936 - 1940 


6 mom. 



1936 

A93.7.. 

A23A- 

Am... 

w aw e 

JL242_ 

16 

55,946 

33,755 

17,755 

31,138 

20,685 

♦6.50 

54,345 

36,505 

18,171 

27,818 

15,596 

♦7 

11,068 

7,365 

3,961 

5,875 

3.08J 

♦4 

_422 

_ m 

_221 

_ m 

_ 33. 

\ 

Total transfer# 

12JL,789 

rr t m 

40,138 

65,020 

39,459 

Purohaeee by 
officer# and 
iirootora of 
Fadaral and 


- 



» 

Utility Opera¬ 
tor* Company 

170 

1,465 

3,653 

5,023 

3,343 

Traded by 

Gilbert J. 
Poetley It Co. 


5,820 

14,468 

28,458 

22,529 
(to 7A8/40) 


RBCURmi^ AND KXCH A NO* COMMISSION 

|yv< o. "t: EXhatl „„ 

IN i * \ ' • U' Iwrfe 1 

.0*^ .... 
lu^A'ttiO'UUA'EU, INC. OnrtouL Racoon 

. ■*_ -- 



GO 
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Excerpts from Exhibit B-96. 

1073 IK FORMATION REQUIRED BY RULES OF 
THE SECURITIES AND EXCHANGE COMMISSION 

The directors of Federal Water Service Corporation 
are: C. T. Chenery, Walter A. Culin, H. M. Erskine, 90 
Broad Street, New York City, W. Findlay Downs, Packard 
Building, Philadelphia, Pa., Harry O. King, 420 Lexington 
Avenue, New' York City, and Edward W. Robinson, 27 
William Street, New r York City. 

The directors of Utility Operators Company are: E. C. 
Deal, M. A. Boylan, 135 Jefferson Ave., Scranton, Pa., 
C. P. Rather, J. N. Greene, L. 0. Gordon, H. Gordon Calder, 
W. E. Matthews, III, C. G. Herren, Watts Building, Birm¬ 
ingham, Alabama, C. T. Chenery, C. M. Chenery, Walter A. 
Culin, H. T. Ellw'ood, H. M. Erskine, Russell H. Neilson, 
Frederic T. Tansill, 90 Broad Street, New' York City, 
William R. Edw'ards, Triangle Building, Rochester, 

1074 N. Y., Watson A. Dark, Washington Avenue & 15th 
Street, Miami Beach, Florida, and Frank Sutters, 

c/o California Water Service Company, San Jose, Cali¬ 
fornia. 

The directors of Federal Water and Gas Corporation 
are: Walter A. Culin, H. D. McHenry and Frederic T. 
Tansill, 90 Broad Street, New' York City. 

The officers of Federal Water Service Corporation are: 
C. T. Chenery, President, Walter A. Culin, Vice President 
and Treasurer, Frederic T. Tansill, Vice President and Sec¬ 
retary, H. D. McHenry and H. M. Erskine, Vice Presidents, 
Loren Fitch, Assistant Secretary and Assistant Treasurer, 
and John V. van Pelt, III, Assistant Treasurer. 

The officers of Utility Operators Company are: C. T. 
Chenery, President, E. C. Deal, J. N. Greene, W. E. 
Matthew's, III, Russell H. Neilson and C. P. Rather, Vice 
Presidents, Frederic T. Tansill, Secretary and Treas¬ 
urer, and Loren Fitch, Assistant Secretary and Assistant 
Treasurer. 








8G 

The officers of Federal Water and Gas Corporation are: 
Walter A. Culin, President, H. D. McHenry, Vice Presi¬ 
dent, Frederic T. Tansill, Secretary and Treasurer. 

In addition to the foregoing, Frederic R. Harris was a 
director of Federal Water Service Corporation from March 
22, 1944 to June 10, 1941 and Cornelius van den Berg, Jr. 
was a director of Federal Water Service Corporation from 
January 11, 1937 to January 10, 1941. Cornelius van den 
Berg, Jr. was also Vice President of Federal Water Ser¬ 
vice Corporation from January 1, 1937 to January 10, 1941 
and Vice President and director of Utility Operators Com¬ 
pany from March 28, 1932 to July 31, 1941. 

• *#*•••••• 

3977 Application by Chenery Corporation, et al. for Leave 

to Intervene, and Request for Reconsideration 
and Relief. 

(filed August 15, 1941) 

Now come Chenery Corporation, H. M. Erskine, R. H. 
Xeilson, W. A. Culin, F. T. Tansill, H. D. McHenry, T. H. 
Wiggin, C. M. Chenery, J. N. Greene, H. G. Calder, C. P. 
Rather, William E. Matthews, III, C. van den Berg, Jr., W. 
R. Edwards, Watson Dark, E. C. Deal, F. R. Harris, and 
E. C. Elliott, hereinafter called “interveners”, and make 
application for permission to intervene in the above en¬ 
titled proceeding, and as reason therefor state: 

1. Chenery Corporation is a corporation organized 
under the laws of Delaware with offices at 1 Exchange 
Place, Jersey City, New Jersey, and is a stockholder 

3978 in Federal Water Service Corporation (hereinafter 
called “Federal’’). The President of Chenery Cor¬ 
poration is C. T. Chenery, who is also the President and a 
director of Federal and of Utility Operators Company 
(hereinafter called “UOC”). Chenery Corporation has 
outstanding 22,937 shares of stock of which 9,637 shares 
are owned by C. T. Chenery, 1,100 shares are owned by 


1 
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0. M. Chenery, who is a director of UOC, 1,100 shares are 
owned bv William L. Chenerv, 1,100 shares are owned bv 

* *77 « 

Alan J. Chenerv, 1,100 shares are owned bv Blanche B. 
Perrin, 600 shares are owned by Hollis Burnley Chenery, 
600 shares are owned by Margaret Emily Chenery, 600 
shares are owned by Helen Bates Chenery (Jr.), and 7,100 
shares are owned by Helen Bates Chenery. The stockhold¬ 
ers of Chenery Corporation other than C. T. Chenery and 
C. M. Chenery are not officers or directors of Federal, of 
UOC or of Federal Water and Gas Corporation (herein¬ 
after called “FW & G”)- 

2. The interveners other than Chenery Corporation are 
officers or directors of Federal, UOC, and FW & G, as fol¬ 
lows: H. M. Erskine is Vice President and a director of 
Federal. R. H. Neilson is a director and Vice President of 
UOC. W. A. Culin is Vice President, Treasurer, and a 
director of Federal, a director of UOC and the President 
and a director of FW & G. F. T. Tansill is Vice President 
and Secretary* of Federal, Secretary* and Treasurer and a 
director of UOC, and Secretary and Treasurer and a 
3979 director of FW & G. H. D. McHenry is a Vice Presi¬ 
dent of Federal and a Vice President and director 
of FW & G. T. H. Wiggin is a former director of UOC. 
C. M. Chenery is a director of UOC. The address of the 
seven persons just named is 90 Broad Street, New York 
City. J. N. Greene is a director and Vice President of 
UOC. H. G. Calder is a director of UOC. C. P. Rather is 
a director and Vice President of UOC. William E. 
Matthews, III is a director and Vice President of UOC. 
C. van den Berg, Jr. is a former Vice President and direc¬ 
tor of Federal and a former Vice President and director 
of UOC. The address of the five persons just named is 
Watts Building, Birmingham, Alabama. W. R. Edwards 
is a director of UOC, address Triangle Building, Roches¬ 
ter, New York. Watson Dark is a director of UOC, ad¬ 
dress Miami Beach, Florida. E. C. Deal is a Vice Presi- 
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dent and director of UOC, address 135 Jefferson Avenue, 
Scranton, Pennsylvania. F. R. Harris is a former direc¬ 
tor of Federal, address 27 William Street, New York City. 
E. C. Elliott is a former director of UOC, address San 
Francisco, California. 

3. These proceedings involve applications and declara¬ 
tions having as their primary object the reorganization of 
Federal pursuant to a plan contemplating the merger of 
UOC, the parent of Federal, and FW & G, a wholly owmed 
subsidiary of Federal, into Federal. In the above entitled 

proceeding Federal filed (File No. 34-9) an applica- 
3980 tion pursuant to Rule U-12E-4 for a report on a plan 

for its reorganization, and a declaration pursuant to 
Rule U-12E-5 with respect to solicitation of consents to 
this plan. UOC filed (File No. 34-41) a similar application 
and declaration. Federal and UOC jointly filed (File No. 
79-2S) a declaration pursuant to Section 7 wfith respect to 
the alteration of rights of their security holders and the 
issuance of new securities incident to the proposed mer¬ 
ger. FW & G filed (File 34-9) a declaration pursuant to 
Section 7 with respect to alteration of rights of the holder 
of its securities incident to the proposed merger. This 
declaration adopts the application and declaration filed by 
Federal and UOC and asks that FW & G be made a party 
thereto. The first plan was filed in these proceedings No¬ 
vember 8, 1937. Successive amendments have been filed to 
the application and declarations, and the proceedings are 
still pending, no final order having been entered therein. 

4 . During the period from November 8, 1937, to June 30, 
1940, these interveners purchased preferred stock in Fed¬ 
eral in amounts as follows: 
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Shares 

$6.00 $6.50 $7.00 

Name Preferred Preferred Preferred 


J. N. Greene 

45 

# , 


W. R. Edwards 

100 

m m 


H. G. Calder 


40 


C. P. Rather 

110 

310 


R. H. Neilson 

10 

m m 


Wm. E. Matthews III 

m a 

65 


Watson Dark 

5 

160 

60 

E. C. Deal 

85 



H. M. Erskine 

25 

50 


F. T. Tansill 


65 


F. R. Harris 

130 

173 

40 

W. A. Culin 

50 

110 

# # 

H. D. McHenry 

• • 

75 

15 

Chenery Corporation 

3860 

3547 

1211 

T. H. Wiggin 

E. C. Elliott 

50 

30 

• • 

27 

m m 

m m 

C. M. Chenery 

150 

170 

• . 

C. van den Berg, Jr. 

25 

1535 

140 


C. M. Chenery lias sold 125 shares of the $6.00 preferred 
stock and 20 shares of the $6.50 preferred stock, C. van den 
Bora:, Jr. has sold 25 shares of the $6.00 preferred stock 
and 700 shares of the $6.50 preferred stock. 

5. These proceedings have been pending before the Com¬ 
mission since November 8, 1937, and numerous hearings 
have been had thereon. March 24, 1941, the Commission 
filed its findings and opinion therein (Holding Company 
Act Release No. 2635). The plan then under consideration 
had contemplated, among other features, the conversion of 
Federal 7 preferred, $6.50 preferred, $6.00 preferred and 
$4.00 preferred into new common stock. In its find- 
3982 ings and opinion filed March 24, 1941, the Commis¬ 
sion stated that the plan of reorganization could not 
be approved in so far as it provided for participation of 
preferred shares purchased by officers or directors of Fed¬ 
eral or TJOC, or by the Chenery Corporation after Novem- 
be 8, 1937, on a parity with other shares of preferred stock 





of the same series. The Commission found that “the pro¬ 
visions for participation by the preferred stock held by the 
management result in the terms of issuance of new securi¬ 
ties being detrimental to the interest of investors and the 
plan being unfair and inequitable”. Entry of an order was 
deferred, and it was stated that further consideration 
would be given to the matter if Federal filed amendments 
to its proposed plan designed to cure this and other alleged 
defects therein. 

6. Thereafter amendments to the declarations and appli¬ 
cations setting for the plan of reorganization were filed by 
the corporations involved in order to comply with the said 
findings and Opinion of the Commission as interpreted by 
the staff of the Commission. Paragraph Fourth (a) of the 
proposed merger agreement as set forth in the last amend¬ 
ments (see Xo. 15) reads as follows: 

FOURTH: The manner of converting the shares of cap¬ 
ital stock of each of the constituent corporations into 
3983 share of stock of the surviving corporation shall be 
as follows: 

• •••••••#• 

(d) Xo shares of common stock of the surviving cor¬ 
poration shall be issued in lieu of the shares of preferred 
stock of Federal Water Service Corporation, purchased 
since Xovember 8, 1937 by Chenery Corporation, or since 
Xovember 8, 1937 the following persons when they 
were officers or directors of Federal Water Service Cor¬ 
poration or Utility Operators Company and which are 
owned by them on the effective date of the merger agree¬ 
ment: J. X. Greene, W. R. Edwards, C. M. Chenery, H. G. 
Calder, C. P. Rather, R. H. Xeilson. Wm. E. Matthews, III, 
Watson Dark. E. C. Deal, H. M. Erskine, F. T. Tansill, 
F. R. Harris, W. A. Culin, H. D. McHenry, T. H. Wiggin, 
E. C. Elliott and C. van den Berg, Jr. Each such holder shall 
be entitled to receive and the surviving corporation shall 
be obligated to pay, upon the surrender of the certificates 
of such stock to the surviving corporation, the actual cost 
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of such stock to such holder, together with interest thereon 
at four per cent per annum from the dates of its or his 
purchase of such stock to the effective date of the merger 
agreement. In ascertaining cost of preferred stock ac¬ 
quired by exchange of other securities for purposes of this 
provision, the fair market value at the date of exchange of 
the securities given in exchange shall be deemed to be the 
cost of such preferred stock. In the event any shares of 
preferred stock of Federal Water Service Corporation pur¬ 
chased by Chenery Corporation or by the said officers or 
directors of Federal Water Service Corporation or Utility 
Operators Company since November 8, 1937, shall have 
been sold by such corporation or individual prior to the 
effective date of the merger agreement, the surviving cor¬ 
poration shall, upon the surrender of the remaining such 
shares owned by such corporation or individual, be obli¬ 
gated to pay to such corporation or individual a sum 
equal to the actual cost of all preferred stock of Federal 
Water Service Corporation purchased by it or him since 
November 8, 1937, together with interest thereon at four 
per cent per annum from the dates of its or his purchase 
of such stock to the effective date of the merger 
3984 agreement minus the proceeds of the sale by it or 
him of any such shares together with interest 
thereon at four per cent per amium from the dates 
of its or his sale of such stock to the effective date of the 
merger agreement. The shares of preferred stock to be 
acquired by tlie surviving corporation pursuant to this 
subdivision (d) of the merger agreement consists of 4,522 
shares of preferred stock of Federal Water Service Corpo¬ 
ration of the $6 series, 5,610 shares of the $6.50 series and 
1,466 shares of the $7 series. 

Upon being informed by the staff of the Securities and 
Exchange Commission in April, 1941, that in its opinion the 
persons who are now interveners should execute agree¬ 
ments obligating them to hold the preferred stock pur¬ 
chased by them after November 8, 1937, for a reasonable 



•:ime so that such stock would not be sold in the market, the 
ntervener executed agreements in form satisfactory to 
the staff of the Commission, which provide that the inter¬ 
vener should hold such stock and should not sell the same 
until November 1,1941, unless prior to that time the merger 
agreement should become effective or be abandoned. The 
agreements contain the express statements that they should 
not at any time be construed as or deemed an admission 
that such stock was in any way different from or entitled 
to any different or other rights than the preferred stock of 
the same series owned by any other holder and each agree¬ 
ment provides: 

M 3. That this instrument shall not be construed as a 
waiver of anv right I mav have to review in the man- 
3985 ner provided by law any decision of the Securities 
and Exchange Commission or to take such action as 
T may he advised to protect my rights as they may be es¬ 
tablished on such review.” 

The proceedings are now pending before the Commission 
on the plan of reorganization as so amended. A further 
hearing thereon was held August 12, 1941, and no final de¬ 
cision has been made. 

7. The interveners are advised that the findings and 
opinion of the Commission of March 24, 1941, above de¬ 
scribed are erroneous, and that the preferred stock pur¬ 
chased by them should be treated in the reorganization on 
the same basis as preferred stock held by other stockhold¬ 
ers. An argument to that effect was made by counsel for 
the corporations who are parties to these proceedings prior 
to the said findings and opinions of March 24,1941, but after 
said findings and opinions were filed the corporations filed 
amendments to the proposed plan of reorganization, as set 
forth in Paragraph 6 hereof, and their counsel are now ad¬ 
vocating the approval of the plan as so amended. At this 
time there is no one representing the interest of the inter¬ 
veners. The interveners are advised that they possess a 
legitimate interest which is inadequately represented, 


within tlie meaning of Rule 17 of the Rules of Practice of 
the Commission, and they desire to intervene herein. 

3986 At the hearing on August 12,1941, C. T. Clienery ap¬ 
peared as President of the Chenery Corporation, 

and W. A. Gulin, F. T. Tansill and H. M. Erskine appeared 
personally. Mr. Chenerv then stated that he had made 
arrangements for a lawyer to appear on his behalf and on 
behalf of the other persons referred to in Paragraph 
Fourth (d) of the proposed merger agreement, who are the 
present interveners, in order that they might object to that 
paragraph, ask for a rehearing with respect to the pro¬ 
priety of that paragraph, and if necessary have any order 
of the Commission approving the paragraph reviewed in 
the manner provided by the Act. Mr. Chenery stated that 
he had been informed on August 8, 1941, that the lawyer in 
question could not appear because of a possible conflict of 
interest, and that there had not been sufficient time before 
the hearing to obtain other counsel. Mr. Chenerv stated 
that as President of Chenery Corporation he objected to 
Paragraph Fourth (d) of the proposed merger agreement 
and asked for reconsideration by the Commission and he 
requested that he be given an opportunity to retain counsel. 
Mr. Tansill, Mr. Culin and Mr. Erskine individually joined 
in Mr. Chenery\s objection on behalf of the Chenery Corpo¬ 
ration. The examiner then announced that the case would 
be kept open until August 16, 1941, in order to allow the 
Chenery Corporation and other preferred stockhold- 

3987 ers in the same class to file a petition for interven¬ 
tion and a petition for rehearing. Thereafter on 

August 12. 1941, said preferred stockholders retained the 
firm of Covington, Burling, Rublee, Acheson & Shorb, of 
Washington, D. C., who theretofore had taken no part in 
the proceedings and who had no knowledge of the facts in¬ 
volved. 

8. The interveners object to the approval of any plan of 
reorganization containing a provision similar to that of 
Paragraph Fourth (d) of the proposed merger agreement 
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set forth in Paragraph 6 hereof, or in accordance with the 
opinion of the Commission expressed March 24,1941, to the 
effect that the preferred stock purchased by the interveners 
should be treated on a less favorable basis than other pre¬ 
ferred stock. They respectfully represent that the entry 
of an order approving a plan containing such a discrimina¬ 
tory provision would be unfair, inequitable, and detrimen¬ 
tal to the interests of investors and would be erroneous and 
illegal. These interveners state that they have duly re¬ 
ported to the Commission all purchases of the preferred 
stock in question while they were directors or officers of the 
corporations in question. They state that Section 17 of the 
Public Utility Holding Company Act of 1935 provides that 
directors and officers shall report to the Commission their 
purchases of stock in registered holding companies 
3988 and shall account for profits on sales made within six 
months of the purchase thereof, but such Act con¬ 
tains no prohibition of the purchase of stock by officers or 
directors and imposes no liability in regard to stock pur¬ 
chased and held for more than six months. They are ad¬ 
vised and therefore allege that no principle of common or 
statutory law or equity forbids directors or officers of a cor¬ 
poration from purchasing stock therein, whether or not an 
application contemplating reorganization is under submis¬ 
sion to the Securities and Exchange Commission. 

Wherefore the interveners pray: 

1. That this application to intervene be allowed, and 
that the interveners be made parties to the above entitled 
proceeding. 

2. That counsel for the interveners be allowed a reason¬ 
able time to file briefs in support of the contentions made 
by the interveners herein and that oral argument thereon 
be allowed before the Commission, but no request is made 
for leave to take additional testimony. 

3. That the case be reconsidered by the Commission to 
;be extent that the present holding treats stock held by 
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these applicants on a different basis from other preferred 
stock. 

3989 4. That the Commission enter findings and opinion 
to the effect that the plan should be modified so that 

these interveners shall be treated in the same manner as 
other holders of preferred stock, and that the Commission 
deny effectiveness to the declarations herein unless they 
are so modified. 

5. And for such other and further relief as may be appro¬ 
priate. 

Respectfully submitted, 

COVINGTON, BURLING, RUBLEE, 
ACHESON & SHORB, 

Union Trust Building, Washington, D. C., 
Attorneys for 

Chenery Corporation, H. M. Erskine, 
R. H. Neilson, W. A. Culin, F. T. Tan- 
sill, H. D. McHenry, T. H. Wiggin, 
C. M. Chenery, H. N. Greene, H. G. 
Calder, C. P. Rather, Wra. E. 
Matthews III, C. van den Berg, Jr., 
W. R. Edwards, Watson Dark, E. C. 
Deal, F. R. Harris, and E. C. Elliott. 

SPENCER GORDON, 

WM. MERRICK PARKER, 

Union Trust Building, 

Washington, D. C., 

Of Counsel. 

3990 District of Columbia: ss. 

W. A. Culin being duly sworn says that he is one 
of the interveners and that he makes this affidavit in his 
own behalf, as a preferred stockholder in Federal Water 
Service Corporation, and on behalf of the other preferred 
stockholders thereof w’ho are named as interveners in the 
application for leave to intervene to which this affidavit is 








96 


attached. He makes this affidavit on behalf of the other in¬ 
terveners because they are absent from the District of Co¬ 
lumbia. 

The interest of the interveners arises bv reason of the 
fact that the merger agreement as now proposed contem¬ 
plates the sale to Federal Water Service Corporation of 
certain preferred stock held by the interveners therein, all 
as more fully set forth in the application for leave to inter¬ 
vene to which this affidavit is attached. The position which 
this affiant and the other interveners propose to take with 
respect to the pending matter has heretofore been taken 
by the corporations, but at the present time said corpora¬ 
tions are taking a position which is adverse to the interests 
of this affiant and the other interveners all as more fully 
>et forth in said application for leave to intervene and 
there is no one in the case representing the inter¬ 
veners. 

3901 This affiant, W. A. Culin, has read the application 
for leave to intervene to which this affidavit is at¬ 
tached, he states that he verily believes that the facts stated 
in said application are true and he makes said application 
a part of this affidavit without repeating the same herein. 

W. A. CULIN. 

Subscribed and sworn to before me this 15th day of Au¬ 
gust, 1941. 

MARJORY E. WOOD, 

Notary Public, D. C. 

My commission expires July 15, 1944. 


\ 
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Order Granting Application to Intervene. 

(filed August 18, 1941) 

3992 United States of America 

Before the Securities and Exchange Commission 

At a regular session of the Securities and Exchange Com¬ 
mission, held at its office in the City of Washington, 

D. C., on the 18th day of August, A. D. 1941. 

In the Matter of 

FEDERAL WATER SERVICE CORPORATION 
UTILITY OPERATORS COMPANY 
FEDERAL WATER AND GAS CORPORATION 

File Nos. 34-9 
34-41 
70-28 

(Public Utility Holding Company Act of 1935) 

Chenery Corporation, H. M. Erskine, R. H. Neilson, 
W. A. Culin, F. T. Tansill, H. D. McHenry, T. W. Wiggin, 
C. M. Chenery, J. N. Greene, H. G. Calder, C. P. Rather, 
William E. Matthews, III, C. van den Berg, Jr., W. R. Ed¬ 
wards, Watson Dark, E. C. Deal, F. R. Harris, and E. C. 
Elliott having on August 15, 1941, filed an application to 
intervene and become parties to the above entitled proceed¬ 
ing; 

It appearing from said application that said applicants 
do not desire to take additional testimony but wish to file 
briefs in support of their contentions and make oral argu¬ 
ment thereon; 

It is ordered that subject to all of the proceedings here¬ 
tofore had said applicants be and hereby are permitted to 
intervene and become parties to the proceeding; and 

It is further ordered that said intervenors have leave to 
file briefs in support of their contentions provided the same 
shall be filed on or before August 28, 1941; and 
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It is further ordered that leave to make oral argument be 
and hereby is denied, subject, however, to such further or¬ 
der, if any, as the Commission shall deem it appropriate to 
make in that regard after consideration of said briefs. 

By the Commission. 

FRANCIS P. BRASSOR, 

Secretary. 


Opinion of the Supreme Court. 

4483 Supreme Court of the United States 


No. 254.—October Term, 1942. 


Securities and Exchange Commission, Petitioner, 


v. 

Chenery Corporation, H. M. Erskine, R. H. Neilson, et al. 

On Writ of Certiorari to the United States Court of Appeals 
for the District of Columbia. 

[February 1, 1943.] 

Mr. Justice Frankfurter delivered the opinion of the 
Court. 

The respondents, who w r ere officers, directors, and con¬ 
trolling stockholders of the Federal Water Service Corpo¬ 
ration (hereafter called Federal), a holding company regis¬ 
tered under the Public Utility Holding Company Act of 
1935, c. 687, 49 Stat. 803,15 U. S. C. § 79, brought this pro¬ 
ceeding under § 24 (a) of the Act to review an order made 
by the Securities and Exchange Commission on September 
24, 1941, approving a plan of reorganization for the com¬ 
pany. Under the Commission’s order, preferred stock ac¬ 
quired by the respondents during the period in which suc¬ 
cessive reorganization plans proposed by the management 


of the company were before the Commission, was not per¬ 
mitted to participate in the reorganization on an equal foot¬ 
ing with all other preferred stock. The Court of Appeals 
for the District of Columbia, with one judge dissenting, set 
the Commission’s order aside, 128 F. 2d 303, and because 
the question presented looms large in the administration of 
the Act, we brought the case here. 317 U. S. —. 

The relevant facts are as follows. In 1937 Federal w r as 
a typical public utility holding company. Incorporated in 
Delaware, its assets consisted of securities of subsidiary 
water, gas, electric, and other companies in thirteen states 
and one foreign country. The respondents controlled Fed¬ 
eral through their control of its parent, Utility Operators 
Company, which owned all of the outstanding shares of 
Federal’s Class B common stock, representing the control¬ 
ling voting power in the company. On November 8, 1937, 
when Federal registered as a holding company under the 
Public Utility Holding Company Act of 1935, its manage¬ 
ment filed a plan for reorganization under §§ 7 and 
4484 11 of the Act, the relevant portions of which are 
copied in the margin. 1 This plan, as well as two 


l “Sec. 7. (a) A registered holding company or subsidiary company thereof 
may file a declaration with the Commission, regarding any of the acts enumer¬ 
ated in subsection (a) of Section 6, in such form as the Commission may by 
rules and regulations prescribe as necessary or appropriate in the public in¬ 
terest or for the protection of investors or consumers. Such declaration shall 
include— 

“(1) such of the information and documents which are required to be filed 
in order to register a security under Section 7 of the Securities Act of 1933, 
as amended, as the Commission may by rules and regulations or order pre¬ 
scribe as necessary or appropriate in the public interest or for the protection 
of investors or consumers; and 

“(2) such additional information, in such form and detail, and such docu¬ 
ments regarding the declarant or any associate company thereof, the partic¬ 
ular security and compliance with such State laws as may apply to the act in 
question as the Commission may by rules and regulations or order prescribe as 
necessary or appropriate in the public interest or for the protection of in¬ 
vestors or consumers. . . . 

“(d) If the requirements of subsections (c) and (g) are satisfied, the 
Commission shall permit a declaration regarding the issue or sale of a security 
to become effective unless the Commission finds that— 

“(6) the terms and conditions of the issue or sale of the security are 
detrimental to the public interest or the interest of investors or consumers. 

“(e) If the requirements of subsection (g) are satisfied, the Commission 
shall permit a declaration to become effective regarding the exercise of a 
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other plans later submitted by Federal, provided for par¬ 
ticipation by Class B stockholders in the equity of 
4485 the proposed reorganized company. This featuer of 
the plans was unacceptable to the Commission, and 
all were ultimately withdrawn. On March 30, 1940, a fourth 
f lan was filed by Federal. This plan, proposing a merger 
of Federal, Utility Operators Company, and Federal Water 
and Gas Corporation, a wholly-owned inactive subsidiary of 
Federal, contained no provision for participation by the 


privilege or right to alter the priorities, preferences, voting power, or other 
rights of the holders of an outstanding security unless the Commission finds 
that such exercise of such privilege or right will result in an unfair or in¬ 
equitable distribution of voting power among holders of the securities of the 
cedarant or is otherwise detrimental to the public interest or the interest of 
investors or consumers. 

“(f) Any order permitting a declaration to become effective may contain 
such terms and conditions as the Commission finds necessary to assure com¬ 
pliance with the conditions specified in this section. . . . 

“Sbc. 11. (a) It shall be the duty of the Commission to examine the cor- 
]X>rate structure of every registered holding company and subsidiary company 
thereof, the relationships among the companies in the holding-company sys¬ 
tem. of every such company and the character of the interests thereof and tho 
properties owned or controlled thereby to determine the extent to which the 
<rorpor:rte structure of such holding-company system and the companies therein 
nay be simplified, unnecessary complexities therein eliminated, voting power 
fairly and equitably distributed among the holders of securities thereof, and 
the properties and business thereof confined to '.hose necessary or appropriate 
to the operations of an integrated public-utility system. . . . 

“(e) In accordance with such rules and regulations or order as the Commission 
may deem necessary or appropriate in the public interest or for the protection of 
investors or consumers, any registered holding company or any subsidiary com¬ 
pany of a registered holding company may, at any time after .January 1, 1936, 
submit a plan to the Commission for the divestment of control, securities, or 
other assets, or for other aetion by such company or any subsidiary company 

thereof for the purpose of enabling such company or any subsidiary company 

thereof to comply with the provisions of subsection (b). If, after notice and 
opportunity for hearing, the Commission shall find such plan, as submitted or 
as modified, necessary to effectuate the provisions of subsection (b) and fair 
and equitable to the persons affected by such plan, the Commission shall make 
an order approving such plan; and the Commission, at the request of the 
company, may apply to a court, iu accordance with the provisions of subsec¬ 
tion (f) of Section 18, to enforce and carry out the terms and provisions of 
such plan. If, upon any such application, the court, after notice and oppor¬ 
tunity for hearing, shall approve such plan as fair and equitable and as ap¬ 
propriate to effectuate the provisions of Section 11, the court as a court of 

equity may, to such extent as it deems necessary- for the purpose of carrying 

out the terms and provisions of such plan, take exclusive jurisdiction and 
possession of the company or companies and the assets thereof, wherever 
located: and the court shall have jurisdiction to appoint a trustee, and the 
court may constitute and appoint the Commission as sole trustee, to hold or 
administer, under the direction of the court and in accordance with, the plan 
theretofore approved by the court and the Commission, the assets so pos¬ 
sessed. ...” 
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Class B stock. Instead, that class of stock was to be sur¬ 
rendered for cancellation, and the preferred and Class A 
common stock of Federal were to be converted into com¬ 
mon stock of the new corporation. As the Commission 
pointed out in its analysis of the proposed plan, “except 
for the 5.3% of new common allocated to the present hold¬ 
ers of Class A stock, substantially all of the equity of the 
reorganized company will be given to the present preferred 
stockholders. ’ ’ 

During the period from November 8, 1937, to June 30, 
1940, while the successive reorganization plans were before 
the Commission, the respondents purchased a total of 12,407 
shares of Federal’s preferred stock. (The total number of 
outstanding shares of Federal’s preferred stock w T as 
159,269.) These purchases were made on the over-the-coun¬ 
ter market through brokers at prices lower than the book 
value of the common stock of the new corporation into 
which the preferred stock would have been converted un-. 
der the proposed plan. If this feature of the plan were 
approved by the Commission, the respondents through their 
holdings of Federal’s preferred stock would have acquired 
more than 10 percent of the common stock of the new cor¬ 
poration. The respondents frankly admitted that their 
purpose in buying the preferred stock was to protect their 
interests in the company. 

4486 In ascertaining whether the terms of the new com¬ 
mon stock were “fair and equitable” or “detrimental 
to the interests of investors” within § 7 of the Act, the 
Commission found that it could not approve the proposed 
plan so long as the preferred stock acquired by the respon¬ 
dents would be permitted to share on a parity with other 
preferred stock. The Commission did not find fraud or 
lack of disclosure, but it concluded that the respondents, as 
Federal’s managers, were fiduciaries and hence under a 
“duty of fair dealing” not to trade in the securities of the 
corporation while plans for its reorganization were before 
the Commission. It recommended that a formula be de- 


vised under which the respondents’ preferred stock would 
participate only to the extent of the purchase prices paid 
plus accumulated dividends since the dates of such pur¬ 
chases. Accordingly, the plan was thereafter amended to 
provide that the preferred stock acquired by the respon¬ 
dents, unlike the preferred stock held by others, would not 
be converted into stock of the reorganized company, but 
could only be surrendered at cost plus 4 percent interest. 
The Commission, over the respondents’ objections, ap¬ 
proved the plan as thus amended, and it is this order which 
is now under review. 

We completely agree with the Commission that officers 
and directors who manage a holding company in process 
of reorganization under the Public Utility Holding Com¬ 
pany Act of 1935 occupy positions of trust. We reject a 
lax view of fiduciary obligations and insist upon their 
scrupulous observance. See Wormley v. Wormley, 8 
Wheat, 421, 441; Southern Pacific Co. v. Bogert, 250 U. S. 
483, 4S7-88; and see Stone, The Public Influence of the Bar, 
48 Harv. L. Rev. 1, 8-9. But to say that a man is a fiduciary 
only begins analysis; it gives direction to further inquiry. 
To whom is he a fiduciary? What obligations does he owe 
as a fiduciary ? In what respect has he failed to discharge 
these obligations? And what are the consequences of his 
deviation from duty? 

The Commission did not find that the respondents as 
managers of Federal acted covertly or traded on inside 
knowledge, or that their position as reorganization man¬ 
agers enabled them to purchase the preferred stock at 
prices lower than they would otherwise have had to pay, or 
that their acquisition of the stock in any way prejudiced 
the interests of the corporation or its stockholders. To be 
sure, the new stock into which the respondents’ preferred 
stock would be converted under the plan of reorganization 
would have a book value—which may or may not represent 
market value—considerably greater than the prices paid 
for the preferred stock. But that would equally be true 
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of purchases of preferred stock made by other investors. 
The respondents, the Commission tells us, acquired their 
stock as the outside world did, and upon no better terms. 
The Commission dealt with this as a specific case, agd not 
as the application of a general rule formulating rules of 
conduct for reorganization managers. Consequently, it 
is a vital consideration that the Commission conceded that 
the respondents did not acquire their stock through any 
favoring circumstances. In its owm words, “honesty, full 
disclosure, and purchase at a fair price” characterized the 
transactions. The Commission did not suggest that, as a 
result of their purchases of preferred stock, the respond¬ 
ents would be unjustly enriched. On the contrary, 
4487 the question before the Commission was whether the 
respondents, simply because they were reorganiza¬ 
tion managers, should be denied the benefits to be received 
by the 6,000 other preferred stockholders. Some technical 
rule of law must have moved the Commission to single out 
the respondents and deny their preferred stock the right 
to participate equally in the reorganization. To ascertain 
the precise basis of its determination, we must look to the 
Commission’s opinion. 

The Commission stated that “in the process of formu¬ 
lation of a ‘voluntary’ reorganization plan, the manage¬ 
ment of a corporation occupies a fiduciary position toward 
all of the security holders to be affected, and that it is sub¬ 
jected to the same standards as other fiduciaries with 
respect to dealing with the property which is the subject 
matter of the trust.” Applying by analogy the restrictions 
imposed on trustees in trafficking in property held by them 
in trust for others, Michoud v. Girod, 4 How. 503, 557, the 
Commission ruled that even though the management does 
not hold the stock of the corporation in trust for the 
stockholders, nevertheless the “duty of fair dealing” which 
the management owes to the stockholders is violated if 
those in control of the corporation purchase its stock, even 
at a fair price, openly and without fraud. The Commission 
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concluded that “honesty, full disclosure, and purchase at a 
fair price do not take the case outside the rule.” 

In reaching this result the Commission stated that it was 
merely applying “the broad equitable principles enunciated 
in the cases heretofore cited” namely, Pepper v. Litton, 
308 U. S. 295; Mickoud v. Girod, 4 How. 503, 557; Magruder 
v. Drury, 235 U. S. 106, 119-20, and Meinhard v. Salmon, 
249 X. Y. 458. Its opinion plainly shows that the Commis¬ 
sion purported to be acting only as it assumed a court of 
equity would have acted in a similar case. Since the de¬ 
cision of the Commission was explicitly based upon the 
applicability of principles of equity announced by courts, 
its validity must likewise be judged on that basis. The 
grounds upon which an administrative order must be 
judged are those upon which the record discloses that its 
action was based. 

In confining our review to a judgment upon the validity 
of the grounds upon which the Commission itself based its 
action, we do not disturb the settled rule that, in reviewing 
the decision of a lower court, it must be affirmed if the 
result is correct “although the lower court relied upon a 
wrong ground or gave a wrong reason.” Helvering v. 
Gowran, 302 L. S. 238, 245. The reason for this rule is 
obvious. It would be wasteful to send a case back to a 
lower court to reinstate a decision which it had already 
made but which the appellate court concluded should 
properly be based on another ground within the power of 
the appellate court to formulate. But it is also familiar 
appellate procedure that where the correctness of the 
lower court’s decision depends upon a determination of 
fact which only a jury could make but which has not been 
made, the appellate court cannot take the place of the jury. 
Like considerations govern review of administrative orders. 
If an order is valid only as a determination of policy or 
judgment which the agency alone is authorized to make 
and which it has not made, a judicial judgment cannot be 
made to do service for an administrative judgment. For 
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purposes of affirming no less than reversing its orders, an 
appellate court cannot intrude upon the domain which 
Congress has exclusively entrusted to an administrative 
agency. 

4488 If, therefore, the rule applied by the Com¬ 
mission is to be judged solely on the basis of 
its adherence to principals of equity derived from judi¬ 
cial decisions, its order plainly cannot stand. As the Com¬ 
mission concedes here, the courts do not impose upon offi¬ 
cers and directors of a corporation any fiduciary duty to 
its stockholders which precludes them, merely because they 
are officers and directors, from buying and selling the cor¬ 
poration’s stock.- The cases upon which the Commission 
relied do not establish principles of law and equity which 
in themselves are sufficient to sustain its order. The only 
question in Pepper v. Litton, 308 U. S. 295, was whether 
claims obtained bv the controlling stockholders of a bank- 
rupt corporation were to be treated equally with the claims 
of other creditors where the evidence revealed “a scheme 
to defraud creditors reminiscent of some of the evils with 
which 13 Eliz. c. 5 was designed to cope”, 308 U. S. at 296. 
Another case relied upon, Woods v. City Bank Co., 312 
U. S. 262, held only that a bankruptcy court, in the exer¬ 
cise of its plenary power to review fees and expenses in 
connection with a reorganization proceeding under Chap¬ 
ter X of the Chandler Act, 52 Stat. 840, could deny com¬ 
pensation to protective committees representing conflicting 
interests. Michoud v. Girod, 4 How. 503, and Magruder v. 
Drury, 235 U. S. 106, dealt with the specific obligations of 
express trustees and not with those of persons in control 
of a corporate enterprise toward its stockholders. 

Determination of what is “fair and equitable” calls for 
the application of ethical standards to particular sets of 
facts. But these standards ai'e not static. In evolving 

2 See I Dodd and Baker, Cases on Business Associations (1940) 489-500, 583- 
.86, 621-22; 1 Morawetr. on Private Corporations (2d ed. 1S86) $$ 516-21, pp. 
4S2-89. 



standards of fairness and equity, the Commission is not 
bound by settled judicial precedents. Congress certainly 
did not mean to preclude the formulation by the Commis¬ 
sion of standards expressing a more sensitive regard for 
what is right and what is wrong than those prevalent at 
the time the Public Utility Holding Company Act of 1935 
beehme law. But the Commission did not in this case 


proffer new standards reflecting the experience gained by 
it in effectuating the legislative policy. On the contrary, it 
explicitly disavowed any purpose of going beyond those 
which the courts had theretofore recognized. Since the 


Commission professed to decide the case before it accord¬ 
ing to settled judicial doctrines, its action must be judged 
by the standards which the Commission itself invoked. 
And judged by those standards, i. e., those which would be 
enforced by a court of equity, we must conclude that the 
Commission was in error in deeming its action controlled 
by established judicial principles. 

But the Commission urges here that the order should 
nevertheless be sustained because “the effect of trading 
by management is not measured by the fairness of indi¬ 
vidual transactions between buyer and seller, but by its 
relation to the timing and dynamics of the reorganization 
which the management itself initiates and so largely con¬ 
trols/’ Its argument lays stress upon the “strategic 
position enjoyed by the management in this type of 
4489 reorganization proceeding and the vesting in it of 
statutory powers available to no other representa¬ 
tive of security holders’’. It contends that these consider¬ 
ations warrant the stern rule applied in this case since the 
Commission “has dealt extensively with corporate re¬ 
organizations, both under the Act, and other statutes 
entrusted to it”, and “has, in addition, exhaustively 
studied protective and reorganization committees”, and 
that the situation was therefore “peculiarly within the 
Commission’s special administrative competence”. 
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In determining whether to approve the plan or reorgan¬ 
ization proposed by Federal’s management, the Commis¬ 
sion could inquire, under §7 (d) (6) and (e) of the Act, 
whether the proposal was “detrimental to the public in¬ 
terest or the interest of investors or consumers”, and, 
under §11 (e), whether it was “fair and equitable”. That 
these provisions were meant to confer upon the Commis¬ 
sion broad powers for the protection of the public plainly 
appears from the reports of the Congressional committees 
in charge of the legislation. The provisions of §7 were 
“designed to give adequate protection to investors and 
consumers . . . and are in accord with the underlying pur¬ 
pose of the legislation to give to investors and consumers 
full protection against the deleterious practices which have 
characterized certain holding-company finance in the past.” 
Sen. Rep. No. 621, 74th Cong., 1st Sess., p. 28. Similarly, 
the authority given the Commission by §11 was intended 
to be responsive to the demands of the particular situations 
with which the Commission would be faced: “Under these 
subsections [11 (d), (e), and (f)], Commission approval of 
reorganization plans and supervision of the conditions 
under which such plans are prepared will make it impos¬ 
sible for a group of favored insiders to continue their 
domination over inarticulate and helpless minorities, or 
even as is often the case, majorities ...” Id., p. 33. 

In view of this legislative history, reflecting the range 
of public interests committed to the care of the Commission, 
§17 (a) and (b), which requires officers and directors of 
any holding company registered under the Act to file state¬ 
ments of their security holdings in the company and pro¬ 
vides that profits made from dealing in such securities 
within any period of less than six months shall inure to 
the benefit of the company, cannot be regarded as a limi¬ 
tation upon the power of the Commission to deal with other 
situations in which officers and directors have failed to 
measure up to the standards of conduct imposed upon them 
by the Act. The Act vests in the officers and directors of 
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a holding company registered under the Act broad powers 
as representatives of all the stockholders. Besides the 
Commission, only the management can, under §11, initiate 
a proceeding before the Commission to simplify the cor¬ 
porate structure and to effect a fair and equitable distri¬ 
bution of voting power among security holders. Only the 
management can amend the plan, and this it may do at any 
time; only the management can withdraw the plan, and 
this too it may do at will; and even after the Commission 
has approved a plan, it cannot be carried out without the 
consent of the management. 

Notwithstanding §17 (a) and (b), therefore, the Commis¬ 
sion could take appropriate action for the correction of 
reorganization abuses found to be “detrimental to the 
public interest or the interest of investors or consumers.” 
It was entitled to take into account those more subtle 
factors in the marketing of utility company securities that 
gave rise to the verv grave evils which the Public Utilitv 
Holding Act of 1935 was designed to correct. See the con¬ 
curring opinion of Judge Learned Hand in Morgan, Stan¬ 
ley & Co. v. Securities Exchange Commission, 126 F. 2d 
325, 332. 

4490 But the difficulty remains that the considerations 
urged here in support of the Commission’s order 
were not those upon which its action was based. The Com¬ 
mission did not rely upon “its special administrative com¬ 
petence"; it formulated no judgment upon the require¬ 
ments of the “public interest or the interest of investors or 
consumers” in the situation before it. Through its pre¬ 
occupation with the special problems of utility reorganiza¬ 
tions the Commission accumulates an experience and in¬ 
sight denied to others. Had the Co mmission, acting up on 
jits ex perience and peculiar competence, promid gateq a 
i genenTTrule of whic!T1tr i)fder here w as a particular a ppli- 
cation, the problem for our consideration would be very 
different. Whether and to what extent directors or officers 
should be prohibited from buying or selling stock of the 
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corporation during its reorganization, presents problems 
of policy for the judgment of Congress or of the body to 
which it has delegated power to deal with the matter. Abuse 
of corporate position, influence, and access to information 
may raise questions so subtle that the law can deal with 
them effectively only by prohibitions unconcerned with the 
fairness of a particular transaction. But before trans¬ 
actions otherwise legal can be outlawed or denied their 
usual business consequences, they must fall under the ban 
of some standards of conduct prescribed by an agency of 
government authorized to prescribe such standards—either 
the courts or Congress or an agency to which Congress 
has delegated its authority. Congress itself did not p ro- 
scrilye^ the respon dents' purchases of preferred stock in 
Federal. h^stablTshed judicial doctrines do not condem n 
th ese transac tions. Xor has the Commis sion, acting unde r 
the" ru le-nTFiomTl^vers delegat ed to it bv >$11 (^ "pro¬ 
mulgated new general standards of conduct. It purported 
merely to be applying an existing judge-made rule of 
equity. The Commission’s determination can stand, there ¬ 
fore. o nly if iTfo und tha t the specifi c transactions unde r 

scrutiny showed mis use by_ the respondents of thei r 

position as reorganization man agers, in that as such man - 
agers they took advanta ge of the corporation or the othe r 
stockholders or the investing public. The record is utterly 
barren of any such showing. Indeed, such a claim against 
the respondents was explicitly disavowed by the Com¬ 
mission. 

In view of the conditions imposed by the Commission in 
approving the plan, it is clear that the respondents were 
charged with violation of a positive command of law rather 
than with any moral wrong. If there had been a wrong, 
it would be against the stockholders from whom they pur¬ 
chased the preferred stock at less than the book value of 
the new stock—which, as w T e have alreadv said, mav or mav 
not be its real value. But the Commission did not regard 
such stockholders as beneficiaries of the respondents’ 
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•‘trust" and hence entitled to restitution. The Commission 
.lid not undo the purchases deemed by it to have been made 
by the respondents in violation of their fiduciary obliga¬ 
tions. Instead, the Commission confirmed the purchases 
and ordered that the stock be surrendered to the cor¬ 
poration. 

Judged, therefore, as a determination based upon judge- 
made rules of equity, the Commission’s order cannot be 
upheld. Its action must be measured by what the Commis¬ 
sion did, not by what it might have done. It is not for us 
to determine independently what is “detrimental to the 
public interest or the interest of investors or consumers” 
or “fair or equitable” within the meaning of §§7 and 11 
of the Public Utility Holding Company Act of 1935. The 
Commission’s action cannot be upheld merely because 
findings might have been made and considerations dis¬ 
closed which would justify its order as an appropriate 
safeguard for the interest protected by the Act. There 
must be such a responsible finding. Compare United 
States v. Chicago, M., St. P. & P. R. Co., 294 U. S. 499, 
510-511. There is no such finding here. 

4491 Congress lias seen fit to subject to judicial review 
such orders of the Securities and Exchange Commis¬ 
sion as the one before us. That the scope of such review is 
narrowly circumscribed is beside the point. For the courts 
cannot exercise their duty of review unless they are ad¬ 
vised of the considerations underlying the action under 
review. If the action rests upon an administrative de¬ 
termination—an exercise of judgment in an area which 
Congress has entrusted to the agency—of course it must 
not be set aside because the reviewing court might have 
made a different determination were it empowered to do so. 
But if the action is based upon a determination of law as 
to which the reviewing authority of the courts does come 
into play, an order may not stand if the agency has mis¬ 
conceived the law. In either event the orderly functioning 
of the process of review requires that the grounds upon 
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which the administrative agency acted be clearly disclosed 
and adequately sustained. “The administrative process 
will best be vindicated by clarity in its exercise.” Phelps 
Dodge Corp. v. Labor Board, 313 U. S. 177,197. What was 
said in that case is equally applicable here: “We do not 
intend to enter the province that belongs to the Board, nor 
do we do so. All we ask of the Board is to give clear indi¬ 
cation that it has exercised the discretion with which Con¬ 


gress has empowered it. This is to affirm most emphat¬ 
ically the authority of the Board.” Ibid. Compare United 
States v. Carolina Carriers Corp., 315 I'. S. 475, 488-90. 
In finding that the Commission's order cannot he sustained, 
we are not imposing any trammels on its powers. We are 
not enforcing formal requirements. We are not suggest¬ 
ing that the Commission must justify its exercise of admin¬ 
istrative discretion in any particular manner or with 
artistic refinement. We are not sticking in the bark of 
words. We merelv hold that an administrative order can- 
not be upheld unless the grounds upon which the agency 
acted in exercising its powers were those upon which its 
action can be sustained. 

The cause should therefore be remanded to the Court of 
Appeals with directions to remand to the Commission for 
such further proceedings, not inconsistent with this opin¬ 
ion. as may be appropriate. 

So ordered. 

Mr. Justice Douglas took no part in the consideration 
and decision of this case. 
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Supreme Court of the United States 


No. 254.—October Term, 1942. 


Securities and Exchange Commission, Petitioner, 


v. 

Chenery Corporation. H. M. Erskine, R. H. Neilson,et al. 


[February 1, 1943.] 

On TTr/7 of Certiorari to the United States Court of Ap¬ 
peals for the District of Columbia. 

Mr. Justice Black, with whom Mr. Justice Reed and Mr. 

Justice Murphy concur, dissenting. 

For reasons set out in the Court’s opinion and the dis¬ 
senting opinion below, I agree that these respondents, offi¬ 
cers and directors of the Corporations seeking reorganiza¬ 
tion, acted in a fiduciary capacity in formulating and man¬ 
aging plans they submitted to the Commission, and that, as 
fiduciaries, they should be held to a scrupulous observance 
of their trust. I further agree that Congress conferred 
on the Commission “broad powers for the protection of the 
public”, investors and consumers; and that the Commis¬ 
sion, not the Court, was invested by Congress with author¬ 
ity to determine whether a proposed reorganization or 
merger would be “fair and equitable’’, or whether it would 
be “detrimental to the public interest or the interest of 
investors or consumers.” 

The conclusions of the Court with which I disagree are 
those in which it holds that while the Securitiss and Ex¬ 
change Commission has abundant power to meet the situ¬ 
ation presented by the activities of these respondents, it 
has not done so. This conclusion is apparently based on 
the premise that the Commission has relied upon the com- 
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moil law rather than on “new standards reflecting the ex¬ 
perience gained by it in effectuating legislative policy”, 
and that the common law does not support its conclusion; 
that the Commission could have promulgated “a general 
rule of which its order here was a particular application”, 
but instead made merely an ad hoc judgment; and that the 
Commission made no finding that these practices would 
prejudice anyone. 

The Commission’s actual finding was that “The plan of 
reorganization herein considered, like the previous plans 
filed with us over the past several years, was formulated b}’ 
the management of Federal, and discussion concerning the 
reorganization of this corporation have taken place be¬ 
tween the management and the staff of the Commission 
over the past several years;” that C. T. Chenery purchased 
8,618 shares of preferred stock during this period; that 
other officers and directors of the concerns involved ac¬ 
quired 3,789 shares during the same period; that for this 
stock these respondent fiduciaries paid $328,346.89 
4493 and then submitted their latest reorganization plan, 
under which this purchased stock would have a book 
value in the reorganization company of $1,162,431.90. In 
the light of these and other facts the Commission concluded 
that the new plan would be “unfair, inequitable, and detri¬ 
mental so long as the preferred stock purchased by the 
management at low prices is to be permitted to share on a 
parity with other preferred stock.” The Commission de¬ 
clined to give “effectiveness” to the proposed plan and 
entered “adverse findings” against it under S§7 (d) (1) 
and 7 (d) (2) of the controlling Act, resting its refusal to 
approve on this statement: “We find that the provisions 
for participation by the preferred stock held by the man- 
gement result in the terms of issuance of the new securities 
being detrimental to the interests of investors and the plan 
being unfair and equitable.” 

The grounds upon which the Commission made its find¬ 
ings seem clear enough to me. Accepting as the Court does 
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the fiduciary relationship of these respondents in man¬ 
aging the Commission proceedings, it follows that their 
peculiar information as to the stock values under their pro¬ 
posed plan afforded them oportunities for stock purchase 
profits which other stockholders did not have. While such 
fiduciaries, they bought preferred stock and then offered 
a reorganization plan which would give this stock a book 
value of four times the price they had paid for it. What 
the Commission has done is to say that no such reward 
shall be reaped by these fiduciaries. At the same time they 
are permitted to recover the full purchase price with in¬ 
terest. To permit their reorganization plan to put them 
in the same position as the old stockholders gives to these 
fiduciaries an unconscionable profit for trading with inside 
information. 

I can see nothing improper in the Commission’s findings 
and determinations. On the contrary, the rule they evolved 
appears to me to be a salutary one, adequately supported 
by cogent reasons and thoroughly consistent with the high 
standards of conduct which should be required of fidu¬ 
ciaries That the Commission saw fit to draw support for 
its own adminstrative conclusion from decisions of courts 
should not detract from the validity of its findings. En¬ 
trusted as the Commission is with the responsibility of 
lifting the standard of transactions in the market place in 
order that the managers of financial ventures may not im¬ 
pose upon the general investing public, it seems wholly 
appropriate that the Commission should have recognized 
the influence of admonitory language like the following it 
i provingly quoted from Meinbard v. Salmon, 249 N. Y. 458: 

“A trustee is held to something stricter than the morals 
of the market place. Xot honestly alone, but the punctilio 
of a .11 honor the most sensitive, is then the standard of 
behavior. As to this there has developed a tradition that 
is unbending and inveterate. . . Only thus has the level of 
conduct for fiduciaries been kept at a level higher than that 
trodden by the crowd.” 
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The decisions cited by the Commission seem to me to 
show the soundness of the conclusion it reached. As judges 
we are entitled to a sense of gratification that the common 
law has been able to make so substantial a contribution to 
the development of the administrative law of this field. 
See e. g. Pepper v. Litton, 308 U. S. 295; Michoud v. Girod, 
4 Howard 503; Magruder v. Drury, 235 U. S. 106. Of 
course the Commission is not limited to common law prin¬ 
ciples in protecting investors and the public but even if it 
were so limited the Magruder case would in my 
4494 opinion provide complete support for the position 
taken by the Commission: ‘‘The intention is to pro¬ 
vide against any possible selfish interest exercising an in¬ 
fluence which can interfere with the faithful discharge of 
the duty which is owing in a fiduciary capacity. . . It makes 
no difference that the estate was not a loser in the trans¬ 
action or that the commission was no more than the services 
were reasonably worth. ” pp. 119, 120. The distinction now 
seen by the Court between these cases and the instant 
problem conies to little more than that the fact situations 
are similar but not identical. 

While I consider that the cases on which the Commission 
relied give full support to the conclusion it reached, I do 
not suppose, as the Court does, that the Commission’s rule 
is not fully based on Commission experience. The Com¬ 
mission did not “explicitly disavow” any reliance on what 
its members had learned in their years of experience, and 
of course they, as trade experts, made their findings that 
respondent’s practice was “detrimental to the interest of 
investors” in the light of their knowledge. That they did 
not unduly parade fact data across the pages of their re¬ 
ports is a commendable saving of effort since they meant 
merely to announce for their own jurisdiction an obvious 
rule of honest dealing closely related to common law stand¬ 
ards. Of course, the Commission can now’ change the form 
of its decision to comply with the Court order. The Court 
can require the Commission to use more words; but it 







seems difficult to imagine how more words or different 
words could further illuminate its purpose or its deter¬ 
mination. A judicial requirement of circumstantially de¬ 
tailed findings as the price of court approval can bog the 
administrative power in a quagmire of minutiae. Hyper¬ 
critical exactions as to findings can provide a handy but an 
almost invisible glide-way enabling courts to pass “from 
the narrow confines of law into the more spacious domain 
of policy.” Phelps-Dodge Corporation v. Labor Board, 
supra, 194. Here for instance, the Court apparently holds 
that the Commission has full power to do exactly what it 
did; but the Court sends the matter back to the Commission 
to revise the language of its opinion, in order, I suppose, 
that the Court may reappraise the reasons which moved 
the Commission to determine that the conduct of these 
fiduciaries was detrimental to the public and investors. The 
Act under which the Commission proceeded does not pur¬ 
port to vest us with authority to make such a reappraisal. 

That the Commission has chosen to proceed case by case 
rather than by a general pronouncement does not appear 
to me to merit criticism. The intimation is that the Com¬ 
mission can act only through general formulae rigidly ad¬ 
hered to. In the first place, the rule of the single case is 
obviously a general advertisement to the trade, and in the 
second place the briefs before us indicate that this is but 
one of a number of cases in which the Commission is 
moving to an identical result on a broad front. But asid“ 
from these considerations the Act gives the Commission 
wide powers to evolve policy standards, and this may well 
be done case by case, as under the Federal Trade Commis¬ 
sion Act. Federal Trade Commission v. Keppel & Bros., 
291 U. S. 304, 310-312. 

The whole point of the Commission finding has been lost 
if it is criticized for a failure to show injury to particular 
shareholders. The Commission holding is that it should 
not “undertake to decide case by case -whether the man¬ 
agement’s trading has in fact operated to the detriment 
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of Hit* persons whom it represents,” because the “tendency 
to evil” from this practice is so great that the Com- 
1495 mission desires to attach to it a conclusive pre¬ 
sumption of impropriety. 

The rule the Commission adopted here is appropriate. 
Protection of investors from insiders was one of the chief 
reasons which led to adoption of the law which the Commis¬ 
sion was selected to administer. 1 That purpose can be 
greatly retarded by overmeticulous exactions, exactions 
which require a detailed narration of underlying reasons 
which prompt the Commission to require high standards 
of honesty and fairness. I favor approving the rule they 
applied. 

**•*•***##• 

4496 Filed Apr 5 1943 

United States Court of Appeals 
For the District of Columbia. 

No. 8074 April Term, 1943. 

Chenery Corporation et al.. Petitioners, 

v. 

Securities and Exchange Commission, Respondent; 

Federal Water and Gas Corporation, Intervenor. 

Order on the Mandate of the Supreme Court 

In pursuance of the mandate of the Supreme Court of 
the United States filed in this cause on March 11, 1943, it 
is now here ordered by this Court that the order of the 
Securities and Exchange Commission in this cause be, and 
it is hereby, set aside, and that this cause be, and the same 

i “Among the most vicious practices unearthed at the hearings before the 
subcommittee was the flagrant betrayal of their fiduciary duties by directors 
and officers of corporations who used their positions of trust and the con¬ 
fidential information which came to them in such positions, to aid them in 
their market activities. Closely allied to ths type of abuse was the un¬ 
scrupulous employment of inside information by large stockholders who, while 
not directors and officers, exercised sufficient control over the destinies of their 
companies to enable them to acquire and profit by information not available 
to others. ’ ’ Report of the Senate Committee on Banking and Currency on 
Stock Exchange Practices, Report No. 1455, 73d Cong., 2d Sess. 
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is hereby, remanded to the Securities and Exchange Com¬ 
mission for such further proceedings, not inconsistent with 
the opinion of the Supreme Court of the United States in 
this cause, as may be appropriate. 

Per curiam. 

Dated April 5, 1943. 

A true Copy, 

Test: JOSEPH IV. STEWART 
Clerk of the United States Court of Appeals 
for the District of Columbia 

EXCERPTS FROM SUPPLEMENTARY PROCEEDINGS 
BEFORE SECURITIES AND EXCHANGE COMMIS¬ 
SION. 

4022 Filed Apr 7 1943 

United States of America 
Before the Securities and Exchange Commission 


In the Matter of 

Federal Water Service Corporation, 
Utility Operators Company 
Federal Water and Gas Corporation 

File Xos. 34-9, 34-41, 70-28. 

(Public Utility Holding Company Act of 1935) 


Application and Declaration of Federal Water and Gas 

Corporation. 

1. On March 30,1940 Federal Water Service Corporation, 
a registered holding company, amended pending applica¬ 
tions and declarations filed with the Securities and Ex¬ 
change Commission pursuant to the Public Utility Holding 
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Company Act of 1935 so as to submit to the said Commis¬ 
sion a plan for the readjustment and simplification of the 
capital structure of Federal Water Service Corporation by 
means of a merger between Federal Water Service Cor¬ 
poration, Utility Operators Company and Federal Water 
and Gas Corporation in accordance with the provisions of 
Section 59 of the General Corporation Law of the State of 
Delaware. Said plan and agreement of merger provided 
for equality of treatment of all preferred stock of Federal 
Water Service Corporation. 

2. Hearings were held with respect to said plan, and on 
June 29, 1940 the Commission issued tentative findings in 
which the question was raised for the first time whether 

preferred stock which had been purchased by officers 
4023 and directors of Federal Water Service Corporation 

and Utility Operators Company and by Chenerv 
Corporation while plans of reorganization were pending 
before the Commission should be treated on any different 
basis from other preferred stock. 

3. Following hearings on this question, on March 24, 
1941, the Commission filed formal findings and an opinion 
in -which it was stated, among other things, that the plan 
could not be approved in so far as it provided for partici¬ 
pation of preferred shares purchased by officers or direc¬ 
tors of Federal Water Service Corporation or Utility 
Operators Company, or by the Chenerv Corporation after 
November 8. 1937 on a parity with other shares of pre¬ 
ferred stock of the same class. It was stated that further 
consideration would be given to the matter if amendments 
to the proposed plan were filed designed to cure this and 
other alleged defects therein. 

4. On July 1,1941 in order to meet the views of the Com¬ 
mission and obtain its approval to the submission of a plan 
to stockholders, there was included in the proposed merger 
agreement, the following paragraph except for the last 
sentence which was supplied by subsequent amendment: 
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“(d) No shares of common stock of the surviving cor¬ 
poration shall be issued in lieu of the shares of preferred 
stock of Federal Water Service Corporation purchased 
since November S, 1937 by Chenery Corporation, or since 
November 8, 1937 by the following persons when they were 
officers or directors of Federal Water Service Corporation 
or Utility Operators Company and which are owned by 
them on the effective date of the merger agreement: J. N. 
Greene, W. R. Edwards, C. M. Chenery, H. G. Calder, C. P. 
Rather, R. H. Neilson, Win. E. Matthews, III, Watson 
Dark, E. C. Deal, H. M. Erskine, F. T. Tansill, F. R. Harris, 
W. A. Culm, H. D. McHenry, T H. Wiggin, E. C. Elliott 
and C. van den Berg, Jr. Each such holder shall be en¬ 
titled to receive and the surviving corporation shall be 
obligated to pay, upon the surrender of the certificates of 
such stock to the surviving corporation, the actual 
4024 cost of such stock to such holder, together with 
interest thereon at four per cent per annum 
from the dates of its or his purchase of such stock 
to the effective date of the merger agreement. In ascer¬ 
taining cost of preferred stock acquired by exchange 
of other securities for purposes of this provision, the 
fair market value at the date of exchange of the 
securities given in exchange shall be deemed to be 
the cost of such preferred stock. In the event any shares 
of preferred stock of Federal Water Service Corporation 
purchased by Chenery Corporation or by the said officers 
or directors of Federal Water Service Corporation or Util¬ 
ity Operators Company since November 8, 1937, shall have 
been sold by such corporation or individual prior to the 
effective date of the merger agreement, the surviving cor- 
poration shall, upon the surrender of the remaining such 
shares owned by such corporation or individual, be obli¬ 
gated to pay to such corporation or individual a sum equal 
to the actual cost of all preferred stock of Federal Water 
Service Corporation purchased by it or him since Novem¬ 
ber 8. 1937, together with interest thereon at four per cent 
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per annum from the dates of its or his purchase of such 
stock to the effective date of the merger agreement minus 
the proceeds of the sale by it or him of any such shares 
together with interest thereon at four per cent per annum 
from the dates of its or his sale of such stock to the effec¬ 
tive date of the merger agreement. The shares of pre¬ 
ferred stock to be acquired by the surviving corporation 
pursuant, to this subdivision (d) of the merger agreement 
consist of 4,522 shares of preferred stock of Federal Water 
Service Corporation of the $6 series, 5,610 shares of the 
*6.50 series and 1,466 shares of the $7 series.” 

5. As assurance to the Securities and Exchange Com¬ 
mission that the persons and corporation referred to in 
paragraph Fourth(d) above quoted of the merger agree¬ 
ment -would not sell or otherwise dispose of their shares of 
preferred stock before the merger agreement became effec¬ 
tive, each of the persons and the corporation referred to 
above executed an agreement to that effect, copy of which 
was fled with the Commission on July 1, 1941 and which 

provided, in part, as follows: 

4025 “(3) That this instrument shall not be construed 

as a waiver of any right that I may have to review 
in the manner provided by law any decision of the Securi¬ 
ties and Exchange Commission or to take such action as I 
may be advised to protect my rights as they may be estab¬ 
lished on such review.” 

6. On August 15, 1941, the persons and corporation re¬ 
ferred to in paragraph Fourth(d) of the merger agreement 
applied to the Securities and Exchange Commission for 
leave to intervene and objected to the approval of any plan 
of reorganization containing a provision to the effect that 
the preferred stock purchased by them should be treated 
on a less favorable basis than other preferred stock of the 
same class. They asked that the case be reconsidered by 
the Commission to the extent that the holding by the Com¬ 
mission in its findings and opinion of March 24, 1941 
treated stock held by them on a different basis from other 
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preferred stock, and that the Commission enter findings 
and an opinion to the effect that the plan should be modi¬ 
fied so that they would be treated in the same manner as 
the other holders of preferred stock and that the Commis¬ 
sion denv effectiveness to the declarations unless thev were 
• • 

so modified. 

7. On August 18, 1941 the Commission granted the ap¬ 
plication to intervene and permitted the filing of briefs. 

8. On September 24, 1941, the Securities and Exchange 
Commission issued its supplemental findings and opinion 
approving the plan as filed and adhering to the views ex¬ 
pressed in the original opinion that the stock of the per¬ 
sons and corporation referred to in paragraph Fourth(d) 
of the merger agreement could not receive equal partici¬ 
pation with the preferred stock owned by others in 

4026 Federal "Water Service Corporation and issued its 
order granting the applications of Federal Water 
Service Corporation, Utility Operators Company and Fed¬ 
eral Water and Gas Corporation and permitting the decla¬ 
rations as amended to become effective forthwith. On Sep¬ 
tember 24, 1941, the Commission also issued its report with 
respect to the plan which stated in part as follows: 

“Under the plan about 11,600 shares of preferred stock 
purchased by officers and directors of Federal and Utility 
Operators Company during the pendency of reorganization 
are treated differently from the other shares of preferred 
stock. The Commission felt that because of the circum¬ 
stances under which the share* were purchased, these hold¬ 
ers could not equitably be permitted to realize any benefit 
by their acquisition. The plan accordingly provides that 
these shares will be purchased for cancellation by the reor¬ 
ganized corporation at cost, which amounts to about $285,- 
000, plus 4% interest from the dates of acquisition by the 
present holders to the date of the merger. The company’s 
letter states that an appeal is anticipated as to this feature 
of the plan and that it is believed that if the Commission’s 
decision is reversed, the preferred stock held by the man- 
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agement should be permitted to participate in the reorgani¬ 
zation on the same basis as the other preferred stock.” 

9. On October 22, 1941 said persons and corporation re¬ 
ferred to in paragraph Fourth (d) of the merger agreement 
filed a petition in the United States Court of Appeals for 
the District of Columbia, pursuant to Section 24 of the 
Public Utility Holding Company Act, to review the order 
of the Commission entered on September 24, 1941, and 
prayed in said petition that said order be modified or be 
set aside to the extent necessary to treat the petitioners on 
the same basis as other holders of preferred stock of Fed¬ 
eral Water Service Corporation of the same class. 

10. On October 28, 1941, stockholders meetings of Fed¬ 
eral Water Service Corporation, Utility Operators Com¬ 
pany and Federal Water and Gas Corporation were 

4027 duly held and by the vote in excess of two-thirds of 
the stock of each of the corporations involved, the 
merger agreement was duly approved and the agreement 
of merger, together with appropriate certificates, was filed 
in the office of the Secretary of State of Delaware and a 
certified copy thereof recorded in the Recorder’s Office in 
Kent County, Delaware, on October 31, 1941. Resolutions 
were also duly adopted at the meeting of the stockholders 
of Federal Water Service Corporation pursuant to Section 
28 of the Delaware Corporation Law reducing the amount 
of the capital of the corporation from $31,391,873.25 to 
$4,921,655; such reduction of capital to be effected by re¬ 
ducing the amount of capital represented by the shares of 
common stock of the par value of $5 each authorized to be 
issued bv the agreement of merger bv the amount of the 
excess of capital represented by such shares over such par 
value, and an appropriate certificate of reduction of capital 
was executed and filed in the office of the Secretary of State 
of Delaware and a certified copy thereof recorded in the 
Recorder’s Office in Kent County, Delaware, on October 31, 
1941. 
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11. On November 7, 1941 a certificate of consummation 
of the reorganization and merger was filed with the Securi¬ 
ties and Exchange Commission setting forth the facts with 
respect to the consummation of said merger which certifi¬ 
cate is hereby incorporated by reference. 

12. On April 27, 1942 the United States Court of Appeals 
for the District of Columbia reversed the order of the Se¬ 
curities and Exchange Commission and remanded the cause 
to the Securities and Exchange Commission for farther 
proceedings in conformity with the opinion of the Court 

(12S F. (2d) 303). ' 

402S 13. In July, 1942, the Securities and Exchange 

Commission applied to the Supreme Court of the 
United States for certiorari which was granted (317 U. S. 
X) and on February 1, 1943, the Supreme Court of the 
United States filed its opinion and order in the cause re¬ 
manding the same to the Court of Appeals of the District 
of Columbia with directions to remand the cause to the 
Securities and Exchange Commission for such further pro¬ 
ceedings’ not inconsistent with the opinion of the Supreme 
Court, as may he appropriate. 

14. The Supreme Court of the United States has issued 
its mandate to the Court of Appeals for the District of 
Columbia and said Court has issued its order on said man¬ 
date setting aside the order of the Securities and Exchange 
Commission in the cause and remanding the cause to the 
Securities and Exchange Commission for such further pro¬ 
ceedings not inconsistent with the opinion of the Supreme 
Court of the United States in the cause, as may be appro¬ 
priate. 

15. The Supreme Court said in its opinion (87 L. Ed. 
411, at p. 418): 

“But before transactions otherwise legal can be out¬ 
lawed or denied their usual business consequences, they 
must fall under the ban of some standards of conduct pre¬ 
scribed by an agency of government authorized to pre¬ 
scribed such standards—either the courts or Congress or 
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an agency to which Congress has delegated its authority. 
Congress itself did not proscribe the respondents’ pur¬ 
chases of preferred stock in Federal. Established judicial 
doctrines do not condemn these transactions. Nor has the 
Commission, acting under the rule-making powers dele¬ 
gated to it by £ 11(e), promulgated new general standards 
of conduct. It purported merely to be applying an exist¬ 
ing judge-made rule of equity. The Commission's deter¬ 
mination can stand, therefore, only if it found that the 
specific transactions under scrutiny showed misuse by the 
respondents of their position as reorganization man- 
4029 agers, in that, as such managers they took advantage 
of the corporation or the other stockholders or the 
investing public. The record is utterly barren of any such 
showing. Indeed, such a claim against the respondents was 
explicitly disavowed by the Commission.” 

16. Paragraph Fourth(d) of the merger agreement was 
inserted therein upon the assumption that it was in ac¬ 
cordance with the rights of the persons and corporation 
referred to in said paragraph. It has now been finally de¬ 
termined by the Supreme Court of the United States that 
paragraph Fourth(4) was not in accordance with the rights 
of such persons and corporation. 

17. Upon information and belief, there is no ground 
upon which Federal Water and Gas Corporation can re¬ 
quire said persons and corporation referred to in said 
paragraph Fourth(d) of the merger agreement to surren¬ 
der their stock in Federal Water Service Corporation and 
receive the consideration therefor specified in paragraph 
Fourth(d) and said paragraph is illegal and in violation 
of the rights of the stockholders referred to therein and 
the error due to the inclusion in the said merger agreement 
of paragraph Fourth(d) should be corrected. 

18. The annual meeting of stockholders of Federal 
Water and Gas Corporation will he held in accordance with 
the by-laws on May 26, 1943. 





19. As an appropriate method of correcting the error 
caused by the inclusion of paragraph Fourth(d) in the mer¬ 
ger agreement, Federal Water and Gas Corporation de¬ 
sires to submit to its stockholders at a special meeting to 
be called at the conclusion of the annual meeting resolu¬ 
tions providing for an amendment and correction of the 
merger agreement so as to conform said merger agreement 
to the rights of the holders of preferred stock of Federal 
Water Service Corporation as determined by the 
4030 Supreme Court of the United States and for an 
amendment and correction of the certificate of re¬ 
duction of capital so as to conform said certificate of re¬ 
duction of capital to the merger agreement as so amended. 

*20. Annexed hereto and made a part hereof are (A) pro¬ 
posed resolutions of directors calling the proposed special 
meeting of the stockholders and setting forth the proposed 
amendments or corrections and (B) balance sheet of Fed¬ 
eral Water and Gas Corporation as of December 31, 1942 
and proforma balance sheet as of the same date giving 
effect to the proposed amendments or corrections. 

Wherefore Federal Water and Gas Corporation respect¬ 
fully asks that an appropriate order be entered permitting 
to become effective this application and declaration and 
that the Commission take such other action with respect 
thei-eto as may be required by the Public Utility Holding 
Company Act of 1935 and the Buies of the Commission. 

Dated. New York, X. Y., April 7, 1943. 

FEDEBAL WATEB AND GAS 
COBPOBATION 

By WALTEB A CULIN 
Vice President. 

**#*•••*•• 

[Accompanying Exhibits to the Application have been 
omitted. 1 



4040 Motion of Chenery Corporation, et al., Intervenors, 
for Further Proceedings Pursuant to Mandate. 

Now Conic* Chenery Corporation, M. M. Erskine, R. H. 
Neilson, W. A. Culin* F. T. Tansill, H. D. McHenry, T. H. 
Wiggin, C. M. Chenery, J. N. Greene, H. G. Calder, C. P. 
Rather, William B. Matthews, III, C. van den Berg, Jr., 
W. R. Edwards, Watson Dark, E. C. Deal, F. R. Harris, 
and E. C. Elliott, intervenors in the above entitled pro¬ 
ceeding. and, pursuant to the order of the United States 
Court of Appeals for the District of Columbia on the man¬ 
date of the Supreme Court of the United States, move that 
such further proceedings be had as may be necessary 

4041 to treat these intervenors on the same basis as other 
holders of preferred stock of Federal Water Ser¬ 
vice Corporation of the same class. 

Points and Authorities 

Securities & Exchange Commission v. Chenery Corpora¬ 
tion, et al., 317 U. S.-; 63 S. Ct. Rep. 454 (Feb. 15,1943). 

Request for Oral Argument 

It is requested that oral argument be allowed on this 
motion. 

Respectfully submitted, 

COVINGTON, BURLING, RUBLEE, 
ACHESON & SHORB 
Union Trust Building, 

Washington, D. C. 

Attorneys for Chenery Corporation . 
et al., Intervenors. 

SPENCER GORDON, 

Of Counsel. 
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4267 Feb 8 1945 

Findings and Opinion of the Commission 

Simplification of Holding-Company System 

Participation in Plan of Reorganization by Officers and 
Directors of Registered Holding Company in Respect 
of Securities Acquired During Reorganization Pro¬ 
ceedings under Section 11 

Amendment to plan of reorganization proposing partici¬ 
pation by officers and directors of registered holding com¬ 
pany in respect of securities acquired by them while acting 
as reorganization managers under Section 11 of the Act, 
which participation would be on a parity with publicly-held 
securities of the same class; in light of all the circum¬ 
stances, held not to meet the “fair and equitable” standard 
of Section 11 (e) and to be detrimental to the public inter¬ 
est and the interest of investors under Section 7; further 
held that the plan previously approved (which limited par¬ 
ticipation in respect of the acquired securities to the cost 
thereof plus \ r /r interest, in cash) should be reapproved on 
the basis of proceedings held after remand by the Supreme 
Court. 


Appearances: 

Hughes, Hubbard & Ewing, by Allen S. Hubbard, for 
Federal Water and Gas Corporation. 

Spencer Gordon and Virginia C. Duncombe, of Coving¬ 
ton. Burling, Rublee, Acheson & Shorb, for Chenerv Cor¬ 
poration and others. Interveners. 

Maurice C. Kaplan and Winthrop T. Johnson, for the 
Public Ftilities Division of the Commission. 

Thomas J. Tinglev, for William S. Fox, a stockholder. 


4268 Federal Water & Gas Corporation (“Federal 
Water”) has filed an application in this proceeding 
for approval of an amendment to the plan of reorganiza- 
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lion ol‘ its predecessor, Federal Water Service Corporation 
(“Federal”), under the Public Utility Holding Company 
Act of 1935. The amendment proposes that the merger 
agreement, which we heretofore approved and which has 
long since been consummated (except with respect to cer¬ 
tain scurities of Federal which are in controversy here) 
should now be altered so as to provide for the issuance of 
new common stock of the reorganized company for distri¬ 
bution to certain officers and directors (hereinafter re¬ 
ferred to as “interveners”), 1 pari passu with public inves¬ 
tors, in respect of shares of old preferred stock acquired 
by such officers and directors during the period in which 
the management, of Federal was proposing successive 
plans of reorganization for the approval of this Com¬ 
mission. 

The interveners join with Federal Water in asking that 
the proposed amendment be approved. Counsel for our 
Public Utilities Division and counsel for William S. Fox, 
a holder of common stock of Federal Water and formerly 
a holder of Class A stock of Federal, oppose the applica¬ 
tion. Briefs have been filed and oral argument heard. 

In our opinion of March 24, 1941, we disapproved an 
identical provision in the plan then before us for the rea¬ 
son, among others, that it was unfair and inequitable, and 
detrimental to the interests of investors. Federal Water 
Service Corporation, et ah, 8 S. H. C. 893, 915-21 (1941). 

Thereafter, the plan was amended to provide that the 
shares acquired by the interveners during the reorganiza¬ 
tion might be surrendered to the reorganized company for 
cash in the amount of their cost plus 4% interest from the 
dates of purchase to the date of consummation of the plan. 
Over the objection of the interveners, we approved the plan 
as modified. Id., 10 S. E. C. 200 (1941). 

i These were officers and directors of Federal, of certain of its subsidiaries, 
of its corporate parent Utility Operators Company, and also include Chenery 
Corporation, the personal holding company of Federal ’s president, C. T. Chenery, 
They intervened in 1941, prior to our approval of the plan of merger (infra). 
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Upon review by the United States Court of Appeals for 
tiie District of Columbia, our decision on this feature of the 
plan was reversed. Clienery Corporation, et al. v. S. E. C. 
128 F. (2d) 303 (App. D. C., 1942), Miller, J., dissenting. 
On certiorari the Supreme Court expressed disagreement 
with some of the views of the Court of Appeals, but dis¬ 
agreed also with the reasoning on which we based our con¬ 
clusion. S. E. C. v. Chenery Corporation, et al., 318 
4269 U. S. 80, 87 L. Ed. 626 (1945), Black, Reed and 
Murphy, JJ., dissenting. The Supreme Court 
neither reversed nor affirmed, but remanded the case to 
the Court of Appeals with directions to remand to the Com¬ 
mission for such further proceedings, not inconsistent with 
the Supreme Court’s opinion, as may be appropriate. 
Thereupon the Court of Appeals set aside our order and 
remanded the cause to us. 

On April 17, 1944, we issued an order denying the pres¬ 
ent application on the basis of findings and opinion simul¬ 
taneously issued.- Upon objections thereto we decided to 
reopen the proceedings for further argument, and accord¬ 
ingly suspended the effectiveness of our order. 3 Having 
heard such argument we have determined that our findings 
and opinion of April 17, 1944, should be withdrawn and the 
following substituted therefor. 

As we understand the opinion of the Supreme Court, our 
determination of 1941 in this case was held to be unsup¬ 
ported by certain equity precedents on which we relied. 
And as we construe the Supreme Court’s mandate w-e are 
directed to reexamine the case to decide on the facts, 
viewed fri the light of that conclusion of the Court, whether 
our special experience in administering the legislative pol¬ 
icy of the Act indicates a necessity for reaffirming ouj 
previous determination or whether, instead, our earlier 
ruling should be modified. 


2 Holding Company Act Release No. 4957. 

3 Holding Company Act Release No. 5090, June 7, 1944. 


im 

The question that we have to consider is whether the 
plan before us, as it would be amended in accordance with 
the present application, in the particular circumstances of 
the case, meets the standards prescribed by the Holding 
Company Act. It is not, and was not previously, a question 
of prescribing a standard of conduct generally applicable 
to trading by corporate officers, directors and large stock¬ 
holders. 

Before we can approve the amendment to the plan, 
whereby the preferred shares in question would participate 
on a parity with the publicly held shares, we are required 
by Section 11 (e) of the Act to find affirmatively that the 
plan, amended as proposed, is “fair and equitable” to the 
persons affected by it ; 4 and we cannot give it our approval 
if we find that component parts thereof are “detri- 
4270 mental to the public interest or the interest of inves¬ 
tors or consumers” within the meaning of Sections 
7 (d) (6) and 7 (e) of the Act, or would result in an “un¬ 
fair and inequitable distribution of voting power” within 
the meaning of Section 7 (e). 

In seeking the solution to these problems we turn first to 
a re-examination of the record in this case. 

Statement of Facts 

I. JJistory and Description of Federal 

Federal was incorporated on June 21, 1926, under the 
law’s of Delaware to hold the securities of wrater, gas and 
electric utility operating companies. Voting control of 
Federal w*as lodged in Class B common stock which had 
been originally issued for a cash consideration of $2,475,000 
and w’hich w r as held by Tri-Utilities Company, a public- 

* The applicability of Section 11 standards to Federal’s plan was discussed 
in our previous opinion, S S. E. C. 893, especially at 903-904, 921-923. Cf. 

also Engineers Public Service Company, - S. E. C. - (1942), Holding 

Company Act Release No. 4114; Central and South West Utilities Company, 

- S. E. C. - (1942), Holding Company Act Release No. 3580, affirmed 

136 F. (2d) 273 (App. T). C., 1943) ; National Power & Light Company, 10 
S. E. C. 827, 831 (1941). 


132 


utility holding company. Preferred and Class A common 
stocks with limited voting rights were issued and sold to 
the public. 

Tri-Utilities pledged the Class B stock with Central Han¬ 
over Bank & Trust Co. and the Chase National Bank as 
security for loans. In 1931 Tri-Utilities went into receiver¬ 
ship and the banks undertook to sell the Federal Class B 
stock at public auction. 

At that juncture, C. T. Chenery, who had been president 
of Federal since its incorporation, arranged with other 
officers, directors and employees of Federal and its sub¬ 
sidiaries to purchase the Federal Class B stock from the 
banks, in separate transactions. This program they ulti¬ 
mately carried out between 1932 and 1934 at a net cash 
cost of about $605,249. The purchases were made by Util¬ 
ity Operators Company (“Operators”), which Chenery 
and the others had formed to hold the Federal Class B 
stock and to issue its own capital stock to the various par¬ 
ticipants. 5 

At the time our proceeding began the interveners held 
about one-third of Operators’ stock, including the approxi- 
matelv 16# which was held bv Chenerv, individually and 
through Chenery Corporation. 0 The balance of Operators’ 
stock was distributed among approximately 1,700 persons 
most of whom, at the time, were still employees of Federal 
and its subsidiaries. 

4271 II. Conditions Requiring Reorganization of Federal 

On November S, 1937, Federal registered with this Com¬ 
mission as a holding company subject to the Act. At that 
time Federal controlled a public-utility system of 42 sub¬ 
holding and operating subsidiaries which operated water, 

5 Between 1934 and 1930 Operators also acquired 6,300 shares Federal’s 
preferred stock, about which no issue was raised in this proceeding. 

3 The interveners also held 2,300 shares of Federal’s preferred stock ac¬ 
quired prior to the commencement of the proceeding. We permitted these 
shares to be treated on a parity with publicly held shares. 
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gas, electric and other properties in 13 states and 1 for¬ 
eign country. 7 

Federal’s capitalization at the time (based upon a finan¬ 
cial statement dated September 30, 1937) was as shown in 
Table I (below). 


4272 


TABLE I 


Federal Water Service Corporation Capitalisation 
5%% Gold Debentures, due 1954 
Capital Stock: 

Preferred Stocks*: 

$4 Cumulative, no par value, stated at $62.50 per 
share—2,379 shares (Dividend arrears $57,096— 
$24 per share) 

$6 Cumulative, no par value, stated at $95 per 
share—71,706 shares (Dividend arrears $2, 
581,416—$36 per share) 

$6.50 Cumulative, no par value, stated at $95.8574 
peT share—69,888 shares (Dividend arrears 
$2,725,632—$39 per share) 

$7 Cumulative, no par value, stated at $100 per 
share—15,296 shares (Dividend arrears— 

$642,432—$42 per share) 


September 30, 1937 

$6,893,500 


$148,687 

6,812,070 

6,699,282 


1,529,600 


Total 15,189,639 

Class A, Cumulative, no par value, stated at 
$24.03078 per share** Outstanding—568,775 shares 
(Dividend arrears at $2 per annum, $6,920,096— 

$12.16 per share) 13,666,733 

Class B, no par value, stated at $4.6087 per share— 

542,450 shares 2,500,000 


Total Common Stock 


Total Capitalization 


$16,166,733 

$38,249,872 


* Involuntary liquidating preference for the preferred stocks was $100 per 
share, plus accrued dividends, except the $4 series, which had an involuntary 
liquidating preference of $62.50 per share, plus accrued dividends. 

** Upon liquidation, the Class A stock was entitled to receive, subject to 
the prior rights of the preferred, $50 per share, plus accumulated dividends, 
and thereafter to share equally with the Class B stock in any remaining assets. 

4273 Dividend requirements on Federal’s preferred 
stock aggregated about $1,000,000 per annum and on 
the Class A stock about $1,137,000 per annum. No divi¬ 
dends had been paid on any class of stock since 1931, and 
at November 7, 1937, arrearages amounted to nearly 
$6,000,000 on the preferred stock and approximately 

1 There were, in addition, some 65 small inactive subsidiaries which were 
kept alive to maintain franchises. 
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$7,000,000 on the Class A stock. Federal’s earned surplus 
deficit meantime increased each year, from $568,266 at De¬ 
cember 31, 1932, to $2,411,272 at December 31, 1937. As of 
December 31, 1937, the net deficit in Federal’s surplus ac¬ 
counts was equal to approximately half the stated value of 
the Class B stock. According to financial statements filed 
with this Commission at the time Federal registered, the 
fair value of Federal’s investments in its subsidiaries was 
disclosed to be at least $5,000,000 less than the $35,477,170 
at which they were carried. 8 This capital impairment pre¬ 
vented the payment of dividends out of current income of 
$712,746 received during 1936 and 1937. 

Normally the Class B stock had the entire voting power 
except with respect to the creation of liens, the issuance of 
prior preferred stock and the election of three of the seven 
directors. Because of dividend arrearages on the pre¬ 
ferred and Class A stocks, the Class B stock in 1937 had 
42.73^ of the total voting power, the Class A had 44.80%, 
and the preferred had 12.47%. The preferred and Class A 
shares were widely distributed among approximately 16,000 
public stockholders, however, and Operators, the holder 
of the ('lass B stock, as a fact had full control of Federal 
and its operating subsidiaries. 

111. Prrreg-istration Plans of Reorganization 

Prior to Federal’s registration under the Holding Com¬ 
pany Act, its officers and directors had proposed two plans 
of reorganization under Delaware law designed to cure the 
capital impairment and thereby release current earnings 
for payment of dividends. The First Plan, proposed in 
October 1936, did not provide for payment of the accumu¬ 
lated dividends on the preferred and Class A stocks and 
was abandoned following the decision of the Supreme Court 
of Delaware in Keller v. Wilson & Company, 190 Atl. 115 

8 In an appraisal report filed by the company at the same time, the fair 
value of Federal’s investments was stated to be fully $10,000,000 less than 
carrying value. 
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(Del. 1936). The Second Plan, discussed informally with 
members of the Commission’s staff during the summer of 
1937, contemplated a reduction of the capital represented 
by the outstanding shares pro rata among the various 
classes. This plan was adversely criticized by the Com¬ 
mission’s staff on the ground that it was designed to reduce 
the capital represented by the outstanding preferred and 
Class A shares far below their liquidating preferences. 
Thereafter Federal’s officers and directors “considered 
further the possibility of formulating a practical 
4274 plan of reclassification of stock and reduction of 
capital which would not only accomplish the objects 
sought by a reduction of capital but would also bring appli¬ 
cant’s capital in line with the present value of its assets 
and its earning power and the provisions of” the Holding 
Company Act. 

IV. Post-Registration Plans of Reorganization 

Federal registered with the Commission on November 8, 
1937. Between that date and March 30, 1940, Federal sub¬ 
mitted four plans of reorganization, all containing provi¬ 
sions designed to cure the impairment of capital and per¬ 
mit the payment of dividends. The First Plan was sub¬ 
mitted November 8, 1937, following informal discussion 
with the Commission’s staff, as a proposal under Section 
6 (a) (2) of the Holding Company Act “to alter the priori¬ 
ties, preferences, voting power or other rights of the hold¬ 
ers” of its oustanding classes of stock. The plan provided 
for a reclassification of the outstanding classes of stock 
and a reduction of the stated capital. The Second Plan, 
filed on May 19, 1938, proposed merely a reduction of capi¬ 
tal by reducing prorata the amount of stated capital in 
respect of the outstanding classes of stock. The Third 
Plan, filed on May 11, 1939, after extensive discussion with 
the Commission’s staff, like the first, provided for a re¬ 
classification of the stock and a reduction of the capital. 
Although the Commission issued no opinion or order with 
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respect to tlie first three plans, the First and Second Plans 
were adversely criticized by members of the staff and it 
was understood by the management that the basic objec¬ 
tion was to the giving of any interest in assets, earnings or 
voting power to the Class B stock. It was the staff’s posi¬ 
tion that the Class B stock was worthless, while the man¬ 
agement believed that although the Class B stock had no 
asset coverage or applicable earnings it was nevertheless 
entitled to participate because under the plans it was giv¬ 
ing up a large measure of voting power and the prospect 
of future value in the event of inflation and a rise in price 
levels in later years. In addition, the Second Plan suf¬ 
fered from the same defect as the preregistration plan 
which had been adversely criticized by the staff in the Sum¬ 
mer of 1937. The Third Plan, which had been favorably 
viewed by the staff, was withdrawn by the management in 
August 1939 because the decision of the Delaware Court of 
Chancery in Havender v. Federal United Corporation, 6 
At I. (2d) 61S, intimated that a Delaware corporation, after 
recapitalization by merger, could not properly pay divi¬ 
dends on new preferred stock before paying dividend 
arrears on shares of old preferred which were not sur¬ 
rendered in exchange. The Chancellor’s decision therebv 
cast doubt upon the legality under state law of portions of 
the Third Plan. 

Following the decision of the Supreme Court of Dela¬ 
ware in Havender v. Federal United Corporation, 11 Atl. 
(2d) 331, which reversed the lower court and held that pre¬ 
ferred dividend arrears could be eliminated under 
4275 Delaware law through a statutory merger, the man¬ 
agement filed its Fourth Plan with the Commission 
on March 30, 1940. This plan proposed a merger of Fed¬ 
eral with Operators and Federal Water & Gas Corporation, 

a whollv-owned subsidiarv of Federal. 9 
• » 

The Fourth Plan contemplated that the corporation sur- 

9 Federal Water & Gas Corporation had only a small amount of assets and 
existed primarily to preserve that corporate name for Federal’s use. 
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viving the merger would issue common stock to the pre¬ 
ferred and Class A stockholders of Federal and with no 
participation being accorded to the Class B stock. The 
preferred was to receive approximately 90.70% of the new 
commonstock and the Class A, 5.38%. Operators, which 
owned debentures, a small amount of other assets and sev¬ 
eral thousand shares of Federal’s preferred stock (ac¬ 
quired prior to November 8,1937) as well as all the Class B 
stock, was to receive 3.92% of the new common stock in 
exchange for its preferred stock holdings, debentures and 
miscellaneous assets. 

The plan retained a provision of the Third Plan for elec¬ 
tion of the directors for staggered terms of office. This 
provision was included, as Chenery testified, in order to 
give “consideration, 'slight though it be, if any, to the B 
stockholders. The B at the moment was 43% voting power 
in this corporation and it is in this plan consenting to be 
wiped out without one cent being paid to it.” Our staff had 
indicated its approval of this provision, while the Commis¬ 
sion had not committed itself one way or the other. 

F. The. Purchase of Federal’s Preferred Stock by 

the Management 

In connection with the First Plan, Federal’s management 
filed a statement of all purchases and sales made between 
October 20, 1934, and November 8, 1937, of securities of 
Federal, Operators, and all subsidiaries of Federal in which 
any officer or director of Federal or any of their principal 
advisers in connection with the plan had a beneficial inter¬ 
est. From this it appeared, and it was later developed at 
the hearing, that C. T. Chenery and Chenery Corporation 
had acquired 2,164 shares of Federal’s preferred stock be¬ 
fore the filing of the first plan, of which about 600 shares 
had been purchased between October 19 and 29, 1937, im¬ 
mediately prior to the public announcement of the plan. 
These later purchases were criticized by a stockholder who 
participated in the hearing and it appears that shortly 



thereafter at a meeting of Federal’s management it was 
agreed not to purchase any stock while negotiations for a 
plan of reorganization were pending and the terms of the 
plan were undisclosed to investors. Subsequently the inter¬ 
veners acquired additional shares in the open market, at 
various times deemed by them to be permissible during 
the pendency of the proceeding. "Reports of purchases 
were filed with this Commission as required by Section 17 
(a) of the Act. 

4276 In summary, between November 8, 1937, when the 
First Plan was filed, and June 30, 1940, when pur¬ 
chases ceased, C. T. Chenerv and Chenery Corporation 
purchased S,61S shares of Federal’s preferred stock and 
other officers and directors purchased 3,789 shares. All 
this stock had been acquired through brokers in the open 
market with the exception of a block of 2,700 shares which 
Chenery had obtained from a securities dealer on June 10, 
1940, in exchange for $100,000 principal amount of Fed¬ 
eral’s debentures. The market purchases were made at 
prices ranging from 1614 to 35^4 for the $6 preferred, 
1814 to 36 1 / 4 for the $6.50 preferred, and 18 to 36 1 / 4 for the 
$7 preferred. A few of the shares were bought at prices 
above 30 and a substantial portion at prices in the middle 
20 ? s. The foregoing are the shares that are in controversy 
in this case. 

At the hearing on the Fourth Plan Chenerv testified on 
cross-examination that “there is no secret about the fact 
that I have bought preferred stock and have advised others 
to buy preferred stock.” 

Under the Fourth Plan, as originally proposed, the pre¬ 
ferred shares which Chenery and Chenery Corporation had 
acquired during the course of the reorganization at an 
aggregate cost of $240,148 would be exchanged for new 
common stock with a book value of $803,972, and the pre¬ 
ferred stock acquired by the other officers and directors at 
an aggregate cost of $88,199 would be exchanged for new 
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common with a book value of $358,459.’" Such common 
stock would have represented a 7.4% of the total voting 
power. Adding the 2.7% of voting power represented by 
the new common which the management was to receive for 
their preferred stock acquired prior to the filing of the 
First Plan, and for their approximately one-third interest 
in the 6,500 preferred shares previously acquired by Oper¬ 
ators, the management stood to hold 10.1% of the total 
voting power in the reorganized corporation. Ten percent 
or more of voting power is made by this Act presumptive 
of control. (Sections 2 (a) (7), 2 (a) (8)). 

4277 VI. The Corn mission's Tentative Conclusions About 
the Management's Preferred Stock Purchases 

On June 29, 1940, the Commission (Commissioners Healy 
and Henderson not participating) issued its tentative find¬ 
ings and opinion on the Fourth. Plan and indicated therein 
that th<* plan was unfair and inequitable and in violation 
of the standards of Section 7 of the Act because of the pro¬ 
vision (which had been included at the suggestion of an 
officer of our staff) for the election of directors for stag¬ 
gered terms of office*. The Commission also considered the 
purchases of preferred shares by the management during 
the pendency of the reorganization, at the depressed market 
prices then prevailing, and pointed out that it might be 
necessary to consider whether the shares so acquired should 
be admitted to participation on the same basis as that ac¬ 
corded other preferred shares. The tentative opinion ob- 

i°It should ho noted that these book figures, aggregating about $1,162,000, 
were substantially more than the Commission’s estimates of what the new 
common stock could be sold for initially in the market. Under the Fourth 
Plan as originally filed the new common stock was assigned a par value of 
$12 per share, a figure which the Commission considered far out of line with 
corporate earnings and probable market price. When the Fourth Plan was 
finally approved it was upon the basis of a reduced par value of $5 per share 
pursuant to an amendment designed to bring the par value in line with the 
probable market v.-lue of the new stock. On this basis the management stood 
to receive for the preferred stock which they had acquired during the reor¬ 
ganization 79,077 shares of new common stock having a par value and probable 
market value of approximately $5 per share or an aggregate of $395,385, as 
compared with the aggregate cost of $328,347 for the preferred shares. 
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served that “the discretion and judgment of the manage¬ 
ment is, as a practical matter, largely determinative not 
only of what kind of a plan of voluntary reorganization 
shall be proposed but of when it shall be proposed.” 

VII. Contemporaneous Adjustments of Subsidiaries 

During the period that this reorganization proceeding 
was pending before us, we had occasion to consider various 
financial problems of the subsidiaries. Thus Southern Na¬ 
tural Gas Co., which had shortly before gone through re¬ 
organization under Section 77B, undertook to refund its 
debt, recapitalize its stock interests and sell new securities 
(see Southern Natural Gas Co., 4 S.E.C. 653, 779, 1022; 6 
S.E.C. 115: 8 S.E.C. 432; 9 S.E.C. 486), and acquire addi¬ 
tional gas transmission facilities (Southern Natural Gas 
Co.. 3 S.E.C. 264). 

Alabama Water Service Company, another subsidiary, 
likewise carried out a refinancing program (Alabama Gas 
Co.. 2 S.E.C. 852; Alabama Water Service Co.. 8 S.E.C. 92). 

In this period Federal acquired the stock and debt of 
Chattanooga Gas Company from United Light and Powder 
Company (United Light and Power Co., 6 S.E.C. 670) and 
thereafter carried out an accounting reorganization of that 
company {Federal Water Service Corp., 7 S.E.C. 785). 

Early in the proceeding Federal undertook to increase 
its ownership of West Virginia Water Service Company by 
acquiring the preferred stock of the subsidiary from a bank 
(Federal Water Service Corp.. 3 S.E.C. 369). 

Finally, at the time we issued our opinion and order of 
March 24, 1941, there was pending before us a proposal by 
Federal and certain of its subsidiaries by which certain 
Pennsylvania water properties of Federal’s subsidiaries 
would be sold to a local public authority to be formed, and 
the gas properties then held by those companies would be 
vested in one of the subsidiaries under a simplified capital 
structure. {Federal Water Service Corp., S S.E.C. at 
906). 
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4278 Certain of these rearrangements necessarily af¬ 
fected our consideration and determination as to the 
fairness of Federal plan. See, e. g ., 8 S.E.C. at 905-906. 

We cite these adjustments, each of which received our 
approval, to illustrate the complexity of the background of 
the plans under consideration and to indicate the far-reach¬ 
ing functions of the holding-company management during 
the reorganization period. 

VIII. Testimony as to the Management's Reasons for Pur¬ 
chasing the Preferred Stock 

Thereafter the hearing reconvened, and C. T. Clienery 
testified further about the management’s preferred stock 
acquisition program. He stated : 

“Chenery Corporation purchased it on my advice. 1 
have felt, have testified, and have told everyone who has 
asked me over the past years that I thought that preferred 
stock of Federal Water Service Corporation, over a long 
period of time, was sufficiently sound so that it would again 
pay dividends and that this would be true whether any plan 
of reclassification was consummated or not, that there were 
inherent values in the Corporation which would be reflected 
in the stock and that if no plan of reclassification were put 
through, that the accumulation of the earnings over a pe¬ 
riod of time would be sufficient to cure the deficit and divi¬ 
dends would again be resumed. 

“Also, the officers and employees of this Corporation 
bought the B stock in 1932 at my suggestion and on my ad¬ 
vice and paid approximately $600,000 for it, contracted to 
pay more. The situation of the Corporation since that time 
has improved substantially. This B stock was bought by 
all classes of employes. I think more than 99 percent of 
officers and employees bought it and paid for it by deduc¬ 
tions from their salaries over a three or four-year period. 

“The original plans for reclassification contemplated 
that the B stockholders would be given an opportunity to 




buy their way back in the Corporation, first by giving them 
a special stock which was convertible into new common 
stock upon the payment of cash and which maintained their 
voting power over a period of years; second, by giving them 
options so that it was all the time contemplated that these 
people who held this Corporation together by contributions 
from their salaries and wages should not be thrown out. I 
have always regarded the ownership of this stock by the 
employees of the Corporation as one of the great assets of 
the Corporation. 

4279 “Then the view shifted and apparently the feeling 
was that little consideration should be given to the 
B stock and finally that none should be given to it. The vot¬ 
ing control of the B stock was thrown into the open market 
for anybody to pick up who desired it. I had knowledge 
first that the preferred stock was freely traded on the mar¬ 
ket, that there were any number of investment bankers buy¬ 
ing and selling it constantly and secondly, that strong 
financial interests were accumulating substantial blocks of 
this stock. 

“As long as we thought that a plan would be worked out 
which would give the B stock an opportunity to come back 
in the future, my suggestion was to those stockholders and 
I think I testified to this effect at the first hearing here in 
1937 that they should save so that at the expiration or at 
the end of the period, they would be in a position to exer¬ 
cise the option and acquire that stock. Then when it be¬ 
came apparent that this was not to be, a meeting was held 
of the B stockholders and it was their decision that they 
would contest any plan which worked them out completely 
and the suggestion was made that it would be wise to pur¬ 
chase such preferred stock as they reasonably could so that 
in the event that there was litigation and the plan was not 
worked out and that finally it should be held that the B 
stock was not entitled to anything, that these men who had 
held this Corporation together and who were its loyal ser¬ 
vants would still have some position in the Corporation, 
some voice. 
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“It was that consideration, as well as the feeling that the 
stock itself was inherently worth what was being paid for 
it, which prompted me to advise Chenery Corporation as 
well as to advise others who asked me I thought it was wise 
for them to buy the preferred stock.” 

At another point Chenery stated that his motive in pur¬ 
chasing the preferred stock “was the combined motive of 
increasing voting power plus the expectation that it would 
prove a financially desirable investment ... I think there is 
more stress on the voting power than on the investment, 
however.” He added: 

“I think it was after we had been advised by the staff in 
1938 that the Commission would not approve the plan, the 
plan then before it, the special stock plan, I thought that 
we were headed in for litigation with the Commission on 
the capital reduction plan. I contemplated the possibility 
that we might lose. I thought we would win, but I thought 
we might lose, and these officers and employees had bought 
this B stock on my urging and they had paid for it with 
deductions from their salary over a three- or four-year 
period, and I did not want to see a situation in which the 
control of this company would be throwm in the open 
42S0 market and anybody with a few hundred thousand 
dollars can step in and pick it up. I wanted the em¬ 
ployees if they lost the B stock to have some secondary line 
of defense, which I thought would be in the ownership of 
the preferred stock, and I said it was my view that it was 
sound policy for every person in the employ of the company 
who could spare the money to buy such preferred stock as 
thev could carrv, and that I would buv all that T could, 
through the Chenery Corporation. 

“Many of them did buy such preferred stock. In some 
cases groups got together and borrowed money from the 
bank to be paid over a period of time with which to buy this 
preferred stock. 

“In the case of Chenery Corporation, we liquidated divi¬ 
dend-paying securities at a loss in order to buy this stock. 



“The pendency of the plan, the time of the plan, had 
nothing to do with it. When we could sell this stock and 
buy up Federal preferred on pre-determined ratios, the or¬ 
ders to the brokers were to sell the other stock and buy 
Fedora 1 ] > ref e r red. 11 

“Xow I take full responsibility for the purchase of stock 
by officers and employees. I not only thought it was a 
sound thinir for them to do, T thought it was highly desira¬ 
ble. not only from their viewpoint but from the viewpoint 
of the corporation, and I so expressed that opinion. I also 
said that I thought that the stock was inherently sound, 
that over a period of time, whether we had a plan or did 
not have a plan, that they wouldn’t have any loss in the 
stock.” 

4281 TX. 'I'h r Commission’s Decision in 1941 

Following the conclusion of the hearings, we heard argu¬ 
ment on the points which we had previously raised with re¬ 
spect to the provision for the staggered election of directors 
and for according equal participation to the preferred stock 
acquired by the management during the reorganization. 

On March 24, 1941, the Commission issued its findings 
and opinion concluding that it could not approve the Fourth 
Plan under the applicable provisions of the Act unless (a) 
the par value to be assigned to the new common stock were 
reduced, (b) the provision for election of directors to stag¬ 
gered terms of office were eliminated, and (c) the preferred 
stock acquired by the management during the period of re- 

u Oioncrv ’* testimony thnt the purchases of preferred stock by Chenery 
Corporation were not related to the conditions of the plans, was developed 
further at another point in the hearing where he testified that very early in 
the proceeding he had given general oral instructions to brokers to liquidate 
largo blocks of other securities held by the Corporation over a long period of 
time. His instructions were, for example, “that we would sell ‘X' shares of 
Alabama Water Service when we could buy three shares of Federal with the 
proceeds of the sale of one Alabama.” He insisted that he had “no knowledge 
of when that was bought or sold after the decision was made to liquidate one 
security and buy this preferred.” There was no period in which he thought 
it would have been improper to give instructions to brokers, “because at the 
time it was not in connection with any plan but over a long-term period and 
the plan would have little to do with it. ... T never considered a plan 
imminent and I don’t now consider one imminent.” 
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organization were accorded only a limited participation in 
accordance with some formula which might afterward be 
evolved. 12 

The plan was amended to comply with these conditions 
and provided that approximately 11,000 preferred shares 
purchased during the course of the reorganization and re¬ 
tained by the present interveners should be surrendered to 
the surviving corporation for retirement, at cost plus 4% 
interest from the dates of purchase to the effective date of 
the merger. With respect to approximately 1,400 preferred 
shares sold by the management during the course of the 
reorganization, the amended plan provided for surrender 
of the profit on such sales less 4% interest on the cost. 

C. T. Chenery, acting for himself and as president of 
< Miencry Corporation, and certain other members of the 
management acting in their own behalf, filed their objec¬ 
tions to the treatment accorded the preferred stock which 
they had purchased during the reorganization. They were 
permitted to intervene in the proceeding and file briefs on 
this question. On September 24, 1941, the Commission 
(Commissioner Healy dissenting, and Commissioner Pur¬ 
cell not participating) issued its supplemental findings, 
opinion and order approving the Fourth Plan as amended 
and on November 7, 1941, was notified that the amended 
plan had been consummated. 13 There then followed the ap- 

12 Commissioner Healy filed a dissenting opinion, taking the position that 
the plan was unfair because it accorded participation in the reorganized com¬ 
pany to the Federal Class A stock and did not limit participation to the pre¬ 
ferred stock. He did not dissent from the conclusion that the management’s 
preferred stock could not be treated on a parity with publicly held preferred 
stock. 

Commissioner Henderson did not participate in the decision. 

1* The interveners voted their stock against the plan for the purpose of 
protecting their rights as they might be established in proceedings to review 
the Commission’s order of September 24, 1941. In letters addressed to Fed¬ 
eral accompanying their negative proxies, the interveners stated in substance 
that if in the renew proceedings which they proposed to institute it should be 
finally determined that the Commission’s order should be affirmed, they would 
surrender their preferred shares acquired during the reorganization to the 
surviving corporation for cancellation at cost plus 4% interest from the dates 
of purchase to the effective date of the merger. It was further stated that, on 
the other hand, if it should be finally determined that the Commission’s order 
should be modified or set aside the interveners would accept stock of the 






peai$ mentioned in the first part of this opinion, culminat¬ 
ing in the remand of the case to us. 


4282 Questions Presented 

The order set aside by the Court of Appeals was our 
order of September 24,1941, approving the amended Fourth 
Flan which included the provision limiting the interveners 
to cost plus 4% interest in respect of the preferred shares 
acquired by them while the reorganization was in process 
and while they occupied dominant positions in Federal’s 
management. 14 What we are asked now to approve is the 
same plan amended so as to permit the interveners to ex¬ 
change those preferred shares for new common stock of the 
reorganized corporation on the same basis as publicly-held 
preferred shares. 

4283 Thus the precise question is whether, on the rec¬ 
ord before us, it would be consistent with the pur¬ 
poses and standards of the Holding Company Act for us 
to approve the amended plan as the means by which the in¬ 
terveners may realize the increment, in terms of profit and 
control, that they expected would accrue to them through 
their acquisition of preferred shares while this reorganiza¬ 
tion was under consideration. 


surviving corporation in exchange for their preferred shares in question on 
the same basis of exchange as was provided in the plan for the public pre¬ 
ferred stockholders in satisfaction of any rights which the interveners might 
have to the value of their preferred shares, presumbly in appraisal proceed¬ 
ings under Delaware law. 

The interveners object to being designated as a group as * ‘ Federal’s man¬ 
agement, ’ ’ pointing out that some of the interveners were not officers or 
directors of Federal (being officers and directors of Operators), while four 
of the seven directors of Federal were not otherwise connected with Operators. 
Granting that the interveners did not take action in the management of Fed¬ 
eral as a board or formal group, and that some of Federal’s management did 
not participate in preferred stock purchases and are therefore not among the 
interveners now before us, nevertheless there can be no doubt that the individual 
interveners occupied dominant positions in Federal’s system, directly or through 
Operators, and had the requisite power among them to control the manage¬ 
ment and policies of Federal and its subsidiaries at all times under considera¬ 
tion. For the purposes of this proceeding, therefore, they may be regarded 
as managers of Federal, and are from time to time referred to as Federal’s 
‘ * management. ’ ’ 
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This question, as we see it, is not the same as the more 
general legal question whether corporate managers nor¬ 
mally are entitled to realize whatever advantages they may 
seek by trading in the stock of the corporation they man¬ 
age. Two main factors limit and define the issue before us 
more narrowly and require that for correct decision it must 
be considered in sharp focus under the provisions of this 
particular statute. 

The first of these factors is the nature of our function un¬ 
der the Act at this stage of the proceedings. The second is 
the nature of the voluntary reorganization process estab¬ 
lished by the Act, wherein the holding company manage¬ 
ment occupies the position of an active and, as far as the 
corporation is concerned, the dominating participant. 

In passing upon the plan under the Act we must consider 
three statutory questions in the light of the record before 
us. These are: 

(1) Is the plan with the proposed amendment ‘‘fair and 
equitable” to the persons affected thereby within the mean¬ 
ing of Section 11 (e) ? 

(2) Are the terms on which it is proposed that the new 
common stock shall be issued “detrimental to the public in¬ 
terest or the interest of investors or consumers” within the 
meaning of Section 7 (d) (6) of the Act? and 

(3) Will the proposed alteration of rights of Federal’s 
security holders “result in an unfair or inequitable distri¬ 
bution of voting power” among the security holders of Fed¬ 
eral or be “detrimental to the public interest or the inter¬ 
est of investors or consumers” within the meaning of Sec¬ 
tion 7 (e) ? 15 

4284 With respect to the first of these questions, if the 
record leads us to a negative answer, or leaves un¬ 
dispelled doubts generated by any step taken by the man- 

15 These statutory- questions run together through every aspect of this case. 
In large measure they are affected by similar considerations. To treat them 
separately would create artificial demarcations and would necessitate substan¬ 
tial repetition of facts and reasoning. Accordingly, we shall discuss the case 
as a whole, pointing out in the course of that discussion what we believe our 
answers to these questions must be. 
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agement in the reorganization process, we cannot in good 
conscience make the affirmative finding required to sustain 
our approval and must accordingly withhold such approval, 
even if we made no affirmative finding under the second or 
third question above. 

To answer these questions properly we cannot confine 
our consideration to the disappointment of the interveners’ 
expectation that would follow from rejection of the pro¬ 
posed amendment. The statute contemplates that we shall 
consider as a whole the effect, as regards fairness and det¬ 
riment, which the development and consummation of the 
plan would have upon all of the persons affected by it if it 
should be amended as the interveners propose. 16 

The characteristics of the reorganization process estab¬ 
lished by the Act will be discussed in some detail below. It 
is sufficient to state here that the purchases in controversy 
in this proceeding were made not while corporate opera¬ 
tions were taking their normal course but during a critical 
period while the corporation and its subsidiaries were un¬ 
dergoing necessary structural changes. The reorganiza¬ 
tion period differs, we believe significantly, from periods of 
ordinary, everyday corporate operation; members of the 
corporate management become also reorganization manag¬ 
ers, and thereby, as we shall see, acquire additional powers 
and functions. We believe they acquire, at the same time, 
additional duties and responsibilities, as will be more fully 
developed below. 

is This is not a situation in which our powers enable us to direct the giving 
of full affirmative relief to all persons who may have been adversely affected 
by events connected with the reorganization. Our powers at this stage are 
limited to approval, disapproval or modification of the plan proposed. But 
unless we can be firmly and fully satisfied that approval of the plan would 
not facilitate and confirm the realization of benefits gained through utilization 
of the managers’ especially advantageous position, at the expense of others 
who have also been participants in the enterprise at any time during the re¬ 
organization proceedings, we cannot affirmately find that the plan is fair and 
equitable to all the persons affected. 
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CONCLUSIONS 

UUimalt Conclusion 

For the reasons stated hereafter, we are unable to find 
that the plan if amended as proposed would be “fair and 
equitable to the persons affected thereby” within the mean¬ 
ing of Section 11 (e) of the Act. It is our view that the 
plan so amended would involve the issuance of securities 
on terms “detrimental to the public interest and the inter¬ 
est of investors” forbidden by Sections 7 (d) (6) and 7 (e) 
of the Act, and would result in an unfair and inequitable 
distribution of voting power within the meaning of the lat¬ 
ter section. Thus we are unable to approve the amended 
plan. 

4285 We are led to this result not by proof that the in¬ 
terveners committed acts of conscious wrongdoing 
but by the character of the conflicting interests created by 
the interveners’ program of stock purchases carried out 
while plans for reorganization w T ere under consideration. 17 
Doubts, inevitably suggested bv the existence of these con- 
dieting interests, remain unresolved and prevent an affirma¬ 
tive finding of fairness and equity under Section 11 (e). 

The existence of such conflicting interests, and the per¬ 
sistence of unanswered questions they generate, similarly 
furnish the basis for a finding that component elements of 
the plan, with the proposed amendment, would be “detri¬ 
mental” within the meaning of Sections 7 (d) (6) and 7 (e). 

The considerations leading to our ultimate conclusion are 
discussed under the following topical headings: 

(a) Our Duties and Powers in Reorganization; 

(b) The Powers of a Holding Company Management un¬ 
der the Act; 

(c) Conflicting Interests Arising from Stock Purchase 
Program by Management During Reorganization under the 
Act; 

17 We do not here deal with purchases made by any member of a manage¬ 
ment incidentally and outside of the reorganization context, or pursuant to 
an approved plan. 


(d) The Necessity for Preventive Measures and the Rea¬ 
sons for the Measure Applied in this Case; and 

(e) The Reasons for Action by Order Rather Than by 
General Rule. 

(a) Our Duties and Powers in Reorganization 

As both the majority and the minority of the Supreme 
Court in the Chenery case agree, there can be no question 
about our duty and power to take appropriate action to cor¬ 
rect reorganization abuses under the Holding Company Act 
for the protection of public investors. Thus, Mr. Justice 
Frankfurter, speaking for the majority in this case, held: 

k *In determining whether to approve the plan of reorgani¬ 
zation proposed by Federal's management, the Commission 
could inquire, under $ 7 (d) (6) and (e) of the Act, whether 
the proposal was ‘detrimental to the public interest or the 
interest of investors or consumers,’ and, under § 11 (e), 
whether it was ‘fair and equitable.’ That these provisions 
were meant to confer upon the Commission broad powers 
for the protection of the public plainly appears from the 
reports of the Congressional committees in charge of the 
legislation. The provisions of $ 7 were ‘designed to give 
adequate protection to investors and consumers . . . and are 
in accord with the underlying purpose of the legislation to 
give to investors and consumers full protection 
4286 against the deleterious practices which have charac¬ 
terized certain holding-company finance in the past.' 
Sen. Rep. Xo. 621, 74th Cong. 1st Sess. p. 28. Similarly, the 
authority given the Commission by § 11 was intended to be 
responsive to the demands of the particular situations with 
which the Commission would be faced: ‘Under these sub¬ 
sections [11 (d). (e) and (f)], Commission approval of re¬ 
organization plans and supervision of the conditions under 
which such plans are prepared will make it impossible for 
a group of favored insiders to continue their domination 
over inarticulate and helpless minorities, or even as is often 
the case, majorities . . .’ Id, p. 33. 


ir>i 

"... the Commission could lake appropriate action for 
the correction of reorganization abuses found to be ‘detri¬ 
mental to the public interest or the interest of investors or 
consumers It was entitled to take into account those more 
subtle factors in the marketing of utility company securi¬ 
ties that gave rise to the very grave evils which the Public 
Utility Holding Company Act of 1935 was designed to cor¬ 
rect. . .” !S 

And Mr. Justice Black, for the minority, declared: 

"I further agree that Congress conferred on the Commis¬ 
sion 4 broad powers for the protection of the public’, invest¬ 
ors and consumers; and that the Commission, not the Court, 
was invested by Congress with authority to determine 
whether a proposed reorganization or merger would be 
‘fair and equitable’, or whether it would be ‘detrimental to 
the public interest or the interest of investors or consum¬ 
ers.’ 

"The conclusions of the Court with which I disagree are 
those in which it holds that while the Securities and Ex¬ 
change Commission has abundant power to meet the situa¬ 
tion presented by the activities of these respondents, it has 
not done so.” 318 U. S. at 95-96, emphasis supplied. 

Our study of corporate reorganizations and our experi¬ 
ence with them have brought to our attention many evils 
that occur in the course of reorganizations effected through 
management plans without the supervision of any court or 
regulatory body. 19 In the exercise of our jurisdiction 
4287 under Sections 7, 10, 11 (e) and 12 of the Holding 
Company Act, we have responsibility for passing on 

318 U. S. 90-91, 92; 87 L. Ed. at pp. 634, 635, emphasis supplied. 

19 See our Report on the Stud}’ and Investigation of the Work, Activities, 
Personnel and Functions of Protective and Reorganization Committees (here¬ 
inafter referred to as "Protective Committee Study”) where wc pointed out 
abuses often found in such plans (Part VII). 

The Delaware courts, on the petition of an objecting shareholder, will not 
upset a plan unless it is "so palpably unfair as to amount to constructive 
fraud.” Barrett, et al. v. Denver Tramway Corporation, 53 F. Supp. 198 
(D. C. Del., December 3, 1943), and cases cited. See also Dodd, Fair and 
Equitable Recapitalizations (1942), 55 Harv. L. Rev. 780. 
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many management plans, and as an essential element of 
that responsibility we are obligated to counteract abuses 
and forestall potential abuses that may be present in those 
plans. 

Congress provided in Section 11 (e) a procedure by which 
holding companies and their subsidiaries might voluntarily 
propose and carry out “fair and equitable” plans of reor¬ 
ganization designed to comply with the requirement of the 
Act. Under that procedure the holding company manage¬ 
ment—with all its stake in securities, compensation, and 
other perquisites of both profit and prestige—not only con¬ 
tinues in control of the day-to-day business of the system 
but also determines whether voluntary plans shall be pro¬ 
posed, when they shall be proposed, and what terms and con¬ 
ditions shall be contained in any plans submitted to the 
Commission. In a Chapter X reorganization such determi¬ 
nations would, of course, be made primarily by an independ¬ 
ent trustee who has no pecuniary interest in the securities 
and whose compensation is subject to the jurisdiction of the 
court. Instead of that machinery Congress intended that 
in Section 11 (e) the Commission should have “the com¬ 
plete supervisory power which is essential to the elimina¬ 
tion of the present wasteful practices in corporate reor¬ 
ganizations” and that “Commission approval of reorgani¬ 
zation plans and supervision of the conditions under which 
such plans are prepared will make it impossible for a group 
of favored insiders to continue their domination over inarti¬ 
culate and helpless minorities, or even as is often the case, 
majorities.”* 0 This intention was apparently in further¬ 
ance of the recommendation of the National Power Policy 
Committee that: 

“. . . it seems administratively advisable that every oppor¬ 
tunity be offered the owners of holding company securities 
to work out their own process of dismantling. That oppor¬ 
tunity should, of course, be vigilantly guarded to protect 
the average investor from the exploitation threatening him 


20 S. Rep. No. 621, 74th Cong., 1st Sess. (May 1935), p. 33. 


almost as a matter of course under our usual methods and 
mores of corporate reorganization . . .’’- 1 

(b) The Powers of a Holding Company Management under 

the Act 

It has been our experience under the Act that the normal 
influence of a holding-company management pervades the 
entire system down to the lowest tier of operating com¬ 
panies. For example, in this case, directly and through 
control of Operators (the holder of all of Federal’s Class B 
stock), the interveners controlled a utility system of 42 sub¬ 
holding and operating companies which operated water, 
gas, electric and other properties in 13 states and one for¬ 
eign countrv. In this svstem the interveners oeou- 
42SS pied over 100 directorships, 35 presidencies, 20 vice 
presidencies and 6 treasureships; one intervener was 
chairman of the board of 11 companies, another was gen¬ 
eral counsel for 17 companies and a third was a consulting 
engineer for 10 companies. With respect to Federal itself 
the interveners included three directors, the president, six 
vice presidents, the secretary and the treasurer. 

The management of a holding company under the Act, 
through its pervasive control over the financial, operation¬ 
al and accounting policies of the parent and its operating 
subsidiaries, is in a position to initiate and shape market 
movements. Tt can determine whether and when subsidiary 
earnings are to be drawn up into the holding company or 
withheld or obscured within the accounts of the subsidi¬ 
aries. Through such determinations it can affect substan¬ 
tially the corporate income of the holding company, reduce 
or increase an impairment of capital, and ultimately affect 
it< ability to pay dividends. These are important factors 
affecting the market prices of the bolding company’s out¬ 
standing securities, and even affecting the ultimate alloea- 


21 Appendix to Son. T?op. No. 621 (74th Cong., 1st Soss.) on S. 2796. at 
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tion of new securities among the various classes of security 
holders. 

Without trespassing beyond the confines of business 
judgment, the income record, both of the holding company 
and of the svstem consolidated, mav be vitallv affected by 
managerial decisions. For instance, management exercises 
business judgment as to whether subsidiaries should plow 
back earnings for expansion: whether more or less should 
be charged by them for depreciation (this being affected, in 
turn, by their decisions as to retirements of property and 
charges against the reserve); and whether funds needed 
by the subsidiaries should be obtained through borrowings 
at interest or through sales of equity securities. Still with¬ 
in the realm of business judgment and of considerable in¬ 
fluence upon subsidiary profits is management’s control 
oVer the day-to-day business and accounting practices of 
subsidiaries. Tt has been our experience that earnings may 
be obscured and used up in the subsidiaries, or allowed to 
become a part of its net profits, by deviations between strin¬ 
gent and liberal maintenance policies, by varying alloca¬ 
tions of expenditures between maintenance expense and 
capital asset accounts, by the enlargement or depletion of 
tax, accident and other like reserves, by the recognition or 
non-recognition of losses, and bv charging losses against 
surplus rather than income, or vice versa. 

When these powers are taken into account it becomes evi¬ 
dent that a management’s ultimate decision about whether 
operating company dividends shall be declared, and when, 
and in what amounts, is the culmination of a long series of 
discretionary judgments, many within the range of accept¬ 
able accounting and business practices, and all of real con¬ 
cern to the holding company’s stockholders. In the pyra¬ 
mided corporate structures with which we daily have to 
deal, where opportunity for manipulation is multiplied and 
where slight changes of policy in the underlying companies 
may make all the difference between a dividend 
4289 passed and a dividend paid, the combination of these 
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basic judgments is of the greatest significance. Stat¬ 
utory regulation by state and federal administrative agen¬ 
cies affects in many ways, but it is not designed to eliminate, 
managerial discretion over such matters." 

in addition, the management has power to make or re¬ 
frain from making proposals for refinancing of subsidiaries 
and the sale and rearrangement of subsidiary properties 
which often have substantial effects upon the flow of earn¬ 
ings to the holding company. 

Additional powers come into the hands of the manage¬ 
ment of a holding company when it undertakes to prepare 
and put into effect a plan of reorganization under the pro¬ 
visions of the Act. These are special powers beyond those 
the management normally exercises in directing the corpo¬ 
ration's everyday operations. To an extent that may vary 
depending upon circumstances, these new powers may in¬ 
troduce conflicts between the interests of the management 
a> tlie group in control of the corporation’s normal opera¬ 
tions and its responsibilities to the various classes of the 
corporation’s stockholders, all of whose interests it assumes 
to represent in performing its functions in connection with 
1 he reorganization. 

Under Section 11 of the Act, as the Supreme Court noted 
in this case, officers and directors of a holding company are 
vested with “broad powers as representatives of all the 
stockholders.” 23 The management initiates the proceeding 
before the Commission, draws up and files the plan of reor¬ 
ganization, and may file amendments thereto at any time. 
As far as the corporation is concerned the management 
controls the timing and duration of the steps taken in the 
proceedings concerning the reorganization. 

In addition, the management of a holding company en¬ 
gaged in a reorganization proceeding under the Act gener¬ 
ally has opportunities (certainly more convenient and fre- 


22 Compare the powers of n District Judge exercised in a Chapter X pro¬ 
ceeding through an independent trustee. These extend far more into the field 
<>f business management than any regulatory powers that we possess. 

23 31s U. S. at 91; 87 L. Ed. at 635. 
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quent than the opportunities available to the usually scat¬ 
tered public stockholders) to discover through discussion 
with our staff, and to appraise in advance, the attitude with 
regard to the terms of pending plans or future proposals 
which the staff is likely to urge before the Commission. 
Consultation of this kind is a constructive factor in the de¬ 
velopment of plans for the consideration of the Commis¬ 
sion, provided, of course, that knowledge so acquired is used 
for the benefit of all participants in the enterprise and not 
exelusivelv for the benefit of the management or a relative- 
ly small number of persons who may be permitted by the 
management to share in the special knowledge to which it 
has ready access. 

4290 The combination of these multiple powers in the 
management while a reorganization is under consid¬ 
eration places at its command a formidable battery of de¬ 
vices that would enable it, if it should choose to use them 
selfishly, to affect in material degree the ultimate allocation 
of new securities among the various existing classes, to, in¬ 
fluence the market for its own gain, and to manipulate or 
obstruct the reorganization required by the mandate of the 
statute. If, in this setting, the management enters upon a 
stock purchase program there is inevitably the temptation, 
as well as the opportunity, to shape the reorganization pro¬ 
ceeding so as to encourage public selling on the market at 
low prices. Public announcements by the management can 
be directed to that end. Steps can be taken that may delay 
and protract the proceedings in such a manner as to make 
senior stockholders lose hope of receiving dividends within 
a reasonable time and induce some of them to sell out at a 
sacrifice. 24 


24 We have observed that many unsupcrvised reorganizations have been 
accomplished by first stopping dividends and starving’ the non-voting preferred 
stock to the point of desperation, then wielding the voting power of the 
junior stock as a weapon to force nltimate reorganization on terms unduly 
favorable to the latter. The management of a holding company is in a 
peculiarly strategic position to know the meaning of the non-payment of 
dividends, and what can he done to remove blocks in the flow of earnings 
from subsidiaries. 
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(c) Conflicting Interests Arising front Stock Purchase Pro- 
gran • by Management During Reorganization under the 
Act. 

We have had occasion to note previously the conflict often 
existing - between corporate management and one or more 
classes of security holders because of management's pre¬ 
dominant representation of the interests of one class, usual¬ 
ly the junior class, by which it is elected to office and in 
which it often lias a financial interest. 1 ’ 3 While such a con¬ 
flict may be present in every’ reorganization in which the 
plan is not formulated by an independent trustee or other 
disinterested agency, and not infrequently has its effect on 
the management’s actions with respect to- the formulation 
and negotiation of plans of reorganization, those factors 
are normal and unavoidable attributes of extra-judicial re¬ 
organizations, and may be anticipated accordingly. 
4291 When, however, members of a management deter¬ 
mine to obtain personal advantage out of a reorgani¬ 
zation by engaging in a program of buying outstanding se¬ 
curities. for the purpose of realizing either the voting pow¬ 
er or the enhanced value they expect those securities to 
have in the reorganized corporation, or both, the conflict is 
no longer either normal or unavoidable. The managers 
then have undertaken to act affirmatively in their own in¬ 
terests. with reference to the reorganization, and anvthing 
they gain therefrom must necessarily be at the expense of 
persons whom they are under a duty to represent. At that 


Cf., Our observations with respect to trading by committee members. Pro¬ 
tective Committee Study. Part VTTT. p. 440: 

“Similarly by incomplete disclosure of information a committee can 
shade the apparent significance of such information [about the status of 
the company or contemplated changes in its operations], and reserve for 
themselves tile benefits of trading on the basis of actual significance of 
events. ...” 

2**> Protective Committee Study, Part VTT. pp. 11-13. Sec also Protective 
Committee Study, Part IT. pp. 8-10; Part VTTT, pp. 100-13. 311. We observed 
the same eonflicts of interest in our "Report on Investment Trusts and Invest¬ 
ment Companies, Part Three. Ch. TV. pp. 1410-1523. 




point, any management, no matter how honorable, makes 
its own motives suspect. Indeed, once it enters upon such 
a program even its acts prior to reorganization are com¬ 
promised in retrospect because for all practical purposes 
it is impossible for anyone, attempting at a later time to 
trace back and sort out the motives that guided such action, 
to reach a firm conclusion that managerial judgment was 
not in at least some respects exercised in contemplation of 
the personal gain to be realized ultimately from the reor¬ 
ganization. 

It is our view that no management of a holding company 
can engage in a program of buying its company’s stock dur¬ 
ing 11 10 course of a reorganization under the Act, without 
raising the probability that in one way or another the per¬ 
sonal interests it seeks to further through its program will 
be opposed to its duties to exercise disinterested judgment 
in matters pertaining to subsidiaries’ accounting, budgetary 
and dividend policies, to present publicly an unprejudiced 
financial picture of the enterprise, and to effectuate a fair 
and feasible plan expeditiously. The natural inclination of 
any person to buy cheaply, coupled with the normal and ex¬ 
traordinary powers of a holding-company management to 
further that objective by creating the conditions which 
make cheap buying possible during the course of a reorgani¬ 
zation before us. are bound to create a risk—perhaps in 
some eases merely potential but in all cases very real—of 
barm to all of the company’s public security holders whether 
or not thev elect to sell. In such a case the managers are 
not buying merely against future market risks. They are 
buying against a reorganization which they themselves are 
planning, during a period in which they exercise, as far as 
tin* corporation is concerned, a dominant influence over 
most of the factors that affect the progress and outcome of 
the reorganization, including not only the daily operations 
of the system companies hut also, to a very large extent, 
the timing of steps to be taken on behalf of the reorganiz- 
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ing company and public statements concerning the entire en- 
terprise. 2 ' 1 

4292 If in any case we had proof that reorganization 
managers had actually purchased future control at 
bargain prices intentional}’ created or maintained by their 
own acts, plainly we would be unable to find fair and 
equitable a plan of reorganization which embodied pro¬ 
visions allowing them to reap the benefits. 

But even where proof of intentional wrongdoing is lack¬ 
ing, should the answer he substantially different ? We think 
not. Where the managment embarks upon a stock purchase 
program during a reorganization, it places its personal 
interests actively at odds with the interests of other stock¬ 
holders it represents in the reorganization. Where that 
occurs, and the management thereafter submits a plan by 
which it would realize substantial benefits through stock 
acquired during its purchase program, it asks us to make 
what in effect is a positive finding that its realization of 
such benefits is fair and equitable to all persons affected by 
the plan. In such circumstances we do not believe the 
statute limits our power and duty to withhold approval 
solely to cases in which someone is able to establish by 
affirmative evidence that actual misconduct accompanied 
such a conflict of interests. It is the responsibility of the 
proponents of the plan to satisfy us that the plan is fair 
and equitable under Section 11(e). An affirmative deter¬ 
mination of that kind cannot appropriately be left to rest 
upon conjecture. 

Questions as to whether fiduciaries have taken advantage 
of a position of conflicting interest in which they have 

26 Perhaps the significance of such a situation would bo more readily evi¬ 
dent if the managers conferred personally with stockholders, assuming thf role 
of arms’-length bargainers for the purchase of stock across the table. Tbe 
difference between that and buying on the open market creates no significant 
distinction in favor of the managers, however, if they are in a position to shape 
the pattern of the whole market. Indeed, where the whole market is affected 
any harm done is that much more widespread. But in cither case, the primarv 
point of our prsent problem is not the fairness of specific transactions across 
the table or in the market, but what harmful effects the market interest of the 
managers may have upon the reorganization and the entire body of security 
holders represented by the managers. 






placed themselves are not lightly to be resolved in favor 
of the fiduciaries.* 7 Where the managers have created a 
conflict of the kind disclosed by this record we do- not be¬ 
lieve that by merely submitting a plan, they cast upon ns 
the onerous function of searching out each of their many 
acts that might be pertinent to the plan's fairness, consid¬ 
ering the relationship between each act that seems signi- 
lice.nt and a dozen others, and weighing the chances whether 
acts subject to two or more inferences have or have not 
been detrimental to investors affected by the plan. 
-1293 Our primary concern must be with the basic 
problems involved in appraising the fairness of plans 
of reorganization as they affect investors, the feasibility of 
such plans, and the extent to which they effectuate the oh. 
jectives of the Act. Inevitably, it would greatly protract 
hearings under the Act if it were necessary to divert our 
processes for the purpose of exploring, as a side issue, the 
motive.- that activate each step taken by reorganization 
managers when they set out to acquire securities of the 
company in reorganization. Such delay in itself would he 
detrimental to the interests of those investors who have a 
richt to exnect fair and expeditious reorganization. More¬ 
over. the exploration would almost inevitably be a fruitless 

-“ Passing judgment on the personal integrity and will-power of the in¬ 
dividual fiduciary in particular cases, where conflicts of interest are shown 
to exist, is a function that is traditionally avoided by courts of equity. 

It is significant that so great a chancellor n« Lord Eldon placed the rule 
permitting a cestui que trust to set aside his trustee’s self-dealings, whether 
or not the trustee had profited, upon the ground that: 

‘‘ . . . though you may see in a particular case, that he has not made 
advantage, it is utterly impossible to examine upon satisfactory evidence 
in the power of the Court, by which 1 mean, in the power of the parties, 
in ninety-nine cases out of an hundred, whether he has made advantage, 
er not. Suppose, a trustee buys any estate: and by the knowledge ac¬ 
quired in that character discovers a valuable coal-mine under it; and 
locking that up in his own breast enters into a contract with the Oestuy 
que trust: if he chooses to deny it. how can the Court try that against 
that denial? The probability is. that a trustee, who has once conceived 
such a purpose will never disclose it: and the Cestny que trust will be 
effectually defrauded. 

* # * # * 

“ . . . Unless the policy of the Law makes it impossible for them to 
do any thing for their own benefit, it i° impossible to see. in what cases 
the transaction is morallv right.” Ex parte Laecv. 6 Vesev 625, 626a, 
628 (1802). 



effort to discover the workings of the minds of those man¬ 
agers who ask us to confirm to them the personal advan¬ 
tages they sought to gain through a combination of the pur¬ 
chase program and the reorganization. 

The plain fact is that an absence of unfairness or detri¬ 
ment in cases of this sort would be practically impossible 
to establish by proof. Evidence of good faith in the run¬ 
ning of the corporation and in the conduct of the reorgani¬ 
zation boils down largely to post hoc disputes over man¬ 
agerial discretion and judgment. Subtle influences over 
these affiairs may not have been detected by the managers 
themselves, in searching their own minds; a shortage of 
vision can often be created by personal interest, and with¬ 
out any consciousness of guilt. Questionable transactions 
may be explained away, and an abuse of investors and the 
administrative process may be perpetrated without evil 
intent, yet the injury will remain. 

In this connection it should be noted that even if we 
could measure the injury which may have resulted to indi¬ 
vidual investors, it could not be specifically remedied under 
the Act. And as a practical matter, even if we had the 
power, we could not hope to restore losses caused by delay, 
manipulation of accounts, timing of financing, withholding 
of dividends and other devices a management might use 
to facilitate purchasing. 

4294 Turning now to the case before us the salient fact 
is, as the interveners have stated, that their primary 
object in buying the preferred stock of Federal was to 
obtain the voting power that was accruing to that stock 
through the reorganization, and to profit from their invest¬ 
ment therein. This stock they had purchased in the market 
at prices that were depressed in relation to what they antici¬ 
pated would be, and what in fact was, the earning and asset 
value of its reorganization equivalent. We think we need 
look no further than this. 

We have given detailed consideration to inferences which 
might be drawn unfavorably to the interveners from 







various acts and declarations of Federal's management 
prior to and during the course of this reorganization. The 
interveners, upon the reargument, objected to those infer¬ 
ences as unfairly impugning their motives, and put for¬ 
ward other possible, and innocent, inferences which might 
be drawn from thc-se same acts and statements. We deem 
it unnecessary to make a point of how these interveners, if 
they had been so disposed, could have benefited themselves 
in dealing with specific problems which arose in this re¬ 
organization. We have already indicated the possibilities 
in general terms, and will state here only the interveners’ 
interpretation of their conduct of the reorganization. 

They state that their efforts to formulate a plan of re¬ 
organization both before and after registration were de¬ 
signed to benefit the preferred and Class A stockholders by 
curing the capital impairment and thereby releasing cur¬ 
rent earnings for the payment of dividends, and that the 
various plans which they proposed represented increasing 
concessions by the Class B stock which, although worthless 
from an asset and earnings point of view, they honestly 
believed to have a prospect of future value in the event of 
inflation. They contend that Federal could not have drawn 
up from its subsidiaries any additional income during the 
years 1932 to 1937 because the subsidiaries themselves had 
preferred dividend arrearages which prevented the pay¬ 
ment of dividends on the common stocks held by Federal. 
They point out that the first and third plans which were 
proposed after Federal had registered had been the subject 
of favorable comments from our staff, and argue that 
changing viewpoints within the Commission, rather than 
any acts on their part, were responsible for the delays in 
the reorganization proceeding. They have assured us that 
they did not purchase stock while they had information 
about plans which was not known to the public, and urge 
that they honestly thought, at the time they purchased the 
preferred stock, that it did not jeopardize the interests of 
security holders but was, on the contrary, beneficial to the 
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company and its investors for them to do so. In short, 
they sav with evident sincerity that thev bought the stock 
honestly, with full disclosure, at a fair price and without 
any harmful effects upon the plan and the interests of 
investors. Thus their defense is to deny that they made 
selfish use of their powers during the period when their 
conflict of interest, vis-a-vis public investors, was in 
existence owing to their purchase program. 

4295 As we have already indicated, the personal integ¬ 
rity of these particular interveners is not a question 
at issue in this case. For obvious reasons we do not con¬ 
ceive it our function to try to guess whether a reorganiza¬ 
tion manager, faced with a choice of conducting the re¬ 
organization for the accomplishment of his own objectives 
or for the benefit of security holders generally, is the kind 
of man who would be likely to take one course and not the 
other. What we say is that when reorganization man¬ 
agers have undertaken a program of acquiring their com¬ 
pany’s securities for their own account, in contemplation 
of or during the reorganization proceedings under their 
charge, they have placed themselves in a position where 
they are peculiarly susceptible to temptation to conduct the 
reorganization for personal gain rather than the public 
good; the program of making advantageous purchases of 
stock could have had an important influence—even though 
subconsciously—upon great numbers of business decisions 
all along the way. 

Bearing in mind these functions of reorganization man¬ 
agers and the great complexity of the underlying financial 
structure that vitally affects the reorganization of any hold¬ 
ing company controlling a large utility system, we do not 
conceive it possible as a practical matter for the reorgani¬ 
zation managers to impart to stock holders generally 
enough of the necessarily superior knowledge they acquire 
as managers to enable a stockholder to form an inde¬ 
pendent judgment on the question whether or not he should 
sell, and at what price. 
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Wiiat we mean, therefore—and we cannot emphasize 
this too strongly—is that concepts of “honesty, full dis¬ 
closure and purchase at a fair price,” traditionally applied 
to dealings in normal course between corporate managers 
and stockholders, cannot be the controlling tests in the 
decision of this case.** However relevant those concepts 
might be to issues in civil litigation between an officer or 
director and the selling stockholder, tliev are not determin¬ 
ative of our problem, which is to be fully satisfied that the 
plan of reorganization is fair and equitable, and not detri¬ 
mental in the particular circumstances bearing upon the 
acquired stock vis-a-vis the stock of public investors. 
4296 In this context we must bear in mind that the con¬ 
ditions that gave rise to the Holding Company Act re¬ 
quire us, as the Supreme Court observed in its opinion, to 
give investors and consumers full protection against “dele¬ 
terious practices’’ which are often perceivable solely in the 
form of “subtle factors’’ and which too frequently cannot 
be proven except by the admissions of those whose conduct 
occasions the inquiry. Since the more subtle, .though 
powerful, forms of such conduct defy specific proof, and 
since the application of a subjective standard of good faith 
would in any event be inappropriate here, we must fore¬ 
close an inquiry into the motives and intentions of reorgan¬ 
ization managers who have engaged in so potentially 
harmful a practice as seeking to profit by a program of 
security purchases during the course of a reorganization 
in which they take so important a role. 

-8 The Supreme Court read our former opinion in this case as containing 
a determination by us that “in [our] own words, ‘honesty, full disclosure 
and purchase at a fair price’ characterized the transactions’’ (31S TJ. S. at 
p. S6; 87 L. Ed. at p. 632). Our counsel, in briefs and arguments upon 
appeal, also assumed this for the purpose of argument. However, we made no 
finding to this effect, but said only that “honesty, full disclosure and pur¬ 
chase at a fair price do not take the case outside the rule.’’ 318 U. S. at p. 
87, 87 L. Ed. at p. 632; 8 S. E. C. at pp. 916-17. We said this in the course 
of stating that equity precedents forbid a trustee to trade for profit even at 
a fair price and without fraud at a public sale. We meant merely to indicate 
that what we deemed to be the inflexible rule of equity did not even permit 
inquiry into the question whether the transactions of the reorganization man¬ 
agers in this case were marked by “honesty, full disclosure and purchase at a 
fair price.’’ Cf. Footnote 27, supra. 
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(d) The Necessity for Preventive Measures and the 
Reasons for the Measure Applied in this Case. 

The problem before us is, therefore, one of temptations 
combined with powers of accomplishment. Since the 
achieving of personal gain through the use of fiduciary 
power is unfair, we believe the incentive to misuse such 
power must be removed so that the potentialities of harm 
to investors and the public will to that extent be eliminated. 
For the reasons we have already given, we deem it impos¬ 
sible to do less. 

A plan of reorganization that would reward the inter¬ 
veners for the very acts that gave rise to a potentially 
harmful conflict of interest is not prima facie fair and 
equitable. It would yield to them those very profits, both 
financially and in terms of voting power, which we think 
must be denied to them under the Act. Such profits would 
necessarily be realized at the expense of the public stock¬ 
holders, both those who sold out and those who held their 
shares. 

Those who sold out cannot be helped in these proceed¬ 
ings. Despite that fact, they are persons who have been 
affected by the development and consummation of this 
plan. If there were affirmative proof that the managers 
intentionally had taken advantage of them, we would he 
unable to approve as fair and equitable, or as not detri¬ 
mental to investors, a plan that would confirm to the man¬ 
agers all benefits of the transactions by which they did so. 
But, even lacking such proof, in the face of the conflict of 
interest disclosed by this record, we cannot, for the reasons 
we have described, achieve the positive conviction of fair¬ 
ness to them that we deem essential if the integrity of the 
reorganization process under this Act is to he maintained 
above reasonable suspicion. 

As to the public stockholders who remain, we cannot 
make the affirmative finding required by Section 11(e) that 
the plan is “fair and * equitable to the persons affected 




thereby** in the face of so many questions about fairness 
and equity which we believe no amount of testifying can 
completely and satisfactorily answer. Further, were we 
to approve a plan so questionable we would be authorizing 
the issuance of securities to the public and to the 
4297 interveners on terms which would give the inter¬ 
veners a premium for risking the interests of the 
public invstors, to the detriment of the latter and, as well, 
to the detriment of investors in many other holding com¬ 
pany securities, and of the public interest, within the mean¬ 
ing of Sections 7 (d) (6) and 7 (e). 

(e) Reasons for Action by Order Rather 
Thun by General Rule 

We have already pointed out the reasons why it is nec¬ 
essary to act by order in this case, under Sections 11 (e) 
and 7. 

The position of the interveners comes down to this: that 
approving a plan limiting them to their cost plus 4% inter¬ 
est is unfair to them because when they made their pur¬ 
chases they expected to perpetuate their control and make 
a profit, and that our order operates, according to their 
claim, retroactively to prevent the realization of their ex¬ 
pectations. But'this is true only in the sense that the de¬ 
cision of any case of first impression may have an effect 
not foreseen or foreseeable. The effects of our decision 
upon the expectations of the interveners must be weighed 
against the interests of others, and we think that a con¬ 
trary decision would be unfair and detrimental to the inter¬ 
ests of investors and to the public interest itself. 

Moreover in this case the interveners, when they bought 
the preferred stock of Federal, were not acting wholly in 
a legal vacuum. As reasonable men they must at least have 
known that they were running some risk that their pur¬ 
chase program might not achieve its purpose. In fact, at 
the outset of this proceeding they took steps to avoid the 
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criticism that had been voiced at the hearings with respect 
to their early purchases of preferred stock, by agreeing 
among themselves not to make purchases while negotia¬ 
tions for a plan were pending and the terms of such plan 
were undisclosed to the public. Moreover, in 1934 the re¬ 
organization provisions of the Bankruptcy Act had notified 
reorganization managers in proceedings under that Act 
that claims asserted by them in respect of the debtor's se¬ 
curities might be limited to the actual consideration paid 
therefor,- 11 and in 1938 this provision of the Bank- 
4298 ruptey Act was reenacted and broadened. 3 " While 
none of these legal principles was directly applicable 
to the interveners, they indicated a climate of opinion in 
which at least some reasonable men considered transactions 
of this character to be fraught with temptation and of 
dubious propriety. 

The interveners urge that we have no alternative but to 
act first by general rule or published statement of policy if 
we are to act at all in a matter of this kind. The Supreme 
Tourt indicated the advisability of promulgating a general 
rule, though we do not understand its opinion to hold that 
the absence of a pre-existing rule is fatal to the decision 
we have reached. Now that we have had the question 

Section 77B (b) of the Bankruptcy Act in part provided: 

. . the judge shall scrutinize and may disregard any limitations or 
provisions of any depositary agreements, trust indentures, committee or 
other authorizations affecting any creditor acting under this section and 
may enforce an accounting thereunder or restrain the exercise of any 
power which he finds to be unfair or not consistent with public policy 
and may limit any claims filed by such committee member or agent, to the 
actual consideration jxiid therefor.” (Emphasis added.) 

an Section 212 of Chapter X provides: 

“The judge may examine and disregard any provision of a deposit 
agreement, proxy, power or warrant of attorney, trust mortgage, trust 
indenture, or deed of trust, or committee or other authorization, by the 
terms of which an agent, attorney, indenture trustee, or committee pur 
ports to represent any creditor or stockholder, may enforce an accounting 
thereunder, may restrain the exercise of any power which he finds to be 
unfair or not consistent with public policy and may limit any claim or 
stock acquiree by such person or committee in contemplation or in the 
course of the proceeding under this chapter to the actual consideration 
paid! therefor.” (Emphasis added.) 
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sharply focused in this and other cases before us, and have 
had an extensive period in which to consider the problems 
involved, we may well decide that a general rule, with ade¬ 
quately flexible provisions/” would be both practicable and 
desirable; but we do not see how the promulgation of such 
a rule now or later would affect our duty to act by order in 
this case in deciding whether this plan is fair and equitable 
and meets the other standards of the Act. We therefore 
•eserve for further consideration the question whether or 
not a rule should be adopted. 

4299 Nature of Order to be Mute red 

Our order of September 24, 1941, approved Federal’s 
plan as a whole, including the provision for allowing cost 
plus 4% interest for the preferred shares acquired by the 
interveners during the course of the reorganization pro¬ 
ceeding. Only that provision of our order was objected to 
upon judicial review under Section 24 (a) of the Act, but 
the mandate of the Court of Appeals for the District of 
Columbia appears on its face to set aside our order as a 
whole. Both we and counsel for Federal Water believe the 
mandate of the Court of Appeals probably operates so as 
to set aside only that part of our order which dealt with 
the interveners’ participations under the plan. Counsel 
for Federal Water has, however, expressed some concern 
that this mandate might be construed more broadly, and 
that there may now be no effective order approving the 

31 Without- flexibility the rule might itself operate unfairly. Limitation to 
cost appears appropriate here, but would be inappropriate in a case where 
the cost of the security purchased was in excess of its reorganization value, 
and in some instances cash payment by the company would not be feasible. 
In addition, special treatment of any sort might be inappropriate for incidental 
purchases not made as part of a program in contemplation of reorganization 
benefits. In this connection, we wish to emphasize that our concern here is not 
primarily with the normal corporate powers which make it possible for officers 
and directors to influence the market for their own gain, in the absence of 
reorganization, by a choice of dividend policies, accounting practices, published 
reports, and the like. The questions of fairness and detriment here presented 
arise before us in the context of a capital readjustment. At that point our 
scrutiny is called for. and that our scrutiny is to be vigilant cannot be 
doubted. See Appendix to Sen. T?ep. No. 621 (74th Cong.. 1st Sess.l on S. 
2796, at p. 58. quoted supra. 
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transactions heretofore effected by the company under the 
plan. Therefore, although we think the provisions of Sec¬ 
tion 20 (d) of the Act would go far to protect the company 
from liability for any acts done in reliance upon our order 
prior to the Court’s mandate, we have determined to elim¬ 
inate all doubt on this score by treating the pending appli¬ 
cation as requesting not only an order approving the amend¬ 
ment offered for the benefit of the interveners but also an 
order approving the other provisions of the plan and the 
transactions which have already been carried out there¬ 
under. 

An appropriate order will issue disapproving the pend¬ 
ing amendment and reapproving the plan as constituted on 
September 24, 1941. 

P>y the Commission (Chairman Purcell and Commission¬ 
ers Healy, Pike, and McConnaughev). 

ORVAL L. DU BOIS 
(Seal) Secretary. 

4300 Order Denying Application and Reapproving 

Plan 

Federal Water and Gas Corporation having filed an ap¬ 
plication for the Commission’s approval of an amendment 
to a plan of reorganization of the applicant’s predecessor, 
Federal Water Service Corporation, under the Public Util¬ 
ity Holding Company Act of 1935: 

The Commission having, by order dated September 24, 
1941 (Holding Company Act Release No. 3023), approved 
the plan of Federal Water Service Corporation as consti¬ 
tuted on that date, and having been informed that the 
transactions contemplated by said plan have been consum¬ 
mated except for certain transactions which are the sub¬ 
ject matter of the present application; 

A question having been raised by the applicant as to 
whether the effect of the mandate of the Court of Appeals 
for the District of Columbia was to set aside in its entirety 







the Commission’s said order of September 24, 1941, and if 
so, whether the Commission should not reapprove the plan 
to the extent that it has already been carried out, in addi¬ 
tion to approving the pending amendment; 

Heal ings having been held after appropriate notice, and 
the Commission being duly advised and having this day 
issued its findings and opinion herein; 

On the basis of said findings and opinion, and pursuant 
to the provisions of Sections 7 (d) (6), 7 (e) and 11 (e) of 
said Act, it is 

Ordered that the application to amend said plan of re¬ 
organization be and hereby is denied; 

Further Ordered that the plan of reorganization hereto¬ 
fore approved by the Commission’s order of September 24, 
1943, and the transactions contemplated by said plan, be 
and hereby are reapproved as of September 24, 1941, as 
more particularly set forth in said order. 

By the Commission. 


(Seal) 


ORVAL L. DU BOIS 
Secretary. 
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Federal Water and Gas Corporation, 

Petitioner, 


v. 


Securities and Exchange Commission, 

Respondent. 


No. 8978 


REPLY BRIEF FOR PETITIONER FEDERAL WATER 
AND GAS CORPORATION 

FIRST 

AS TO THE CONTENTION THAT FEDERAL WATER 
AND GAS CORPORATION IS NOT A PARTY AGGRIEVED 
BY THE COMMISSION’S ORDER. 

The Commission’s brief (p. 3) notes but does not ar¬ 
gue the question whether Federal Water and Gas Corpora¬ 
tion (hereinafter referred to as Federal) has a standing to 
file a petition for review as a "person or party aggrieved” 
by the Commission’s order within the meaning of Section 
24(a) of the Holding Company Act. There is no merit in 
the suggestion. Federal filed an application and declaration 
with the Commission requesting that it be permitted to sub¬ 
mit to its stockholders a plan to amend the merger agreement 
so as to conform that agreement to the legal rights of the 
interveners as determined by the Supreme Court. The Com¬ 
mission denied the application and declaration. Federal 
contends that in denying this application, the Commission 
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committed errors of law which Federal desires this court 
to review. This is sufficient to entitle Federal to petition the 
court, as a “party aggrieved/' to review the order of the 
Commission. 

The Commission states (p. 4): “Federal Water’s finan¬ 
cial interest would be advanced by sustaining rather than 
upsetting the order.’’ This statement is predicated on the 
proposition that if the Commission’s order is sustained, the 
order of the Commission will constitute a judgment binding 
upon the interveners requiring them to surrender their pre¬ 
ferred stock in Federal Water Service Corporation to Fed¬ 
eral upon payment by Federal of cost plus four per cent 
interest computed to the effective date of the merger agree¬ 
ment. 

If this proposition is sound, the converse is also sound— 
that the Commission had no power to deny Federal’s appli¬ 
cation and declaration for leave to amend the merger agree¬ 
ment unless the Commission has the power to require the 
interveners to surrender their preferred stock in Federal 
Water Service Corporation to Federal on payment by Fed¬ 
eral of cost plus four per cent interest computed to the 
effective date of the merger agreement. 

It is obvious that no such power is granted to the Com¬ 
mission by Section 7 of the Act. That section does not relate 
to individual stockholders. It is directed solely against a 
corporation. The power of the Commission under this sec¬ 
tion is purely negative. It can deny an application and decla¬ 
ration filed by a corporation if on proper findings it con¬ 
cludes that the issuance of securities or the modification of 
the rights of stockholders are upon terms which are detri¬ 
mental to the public interest or the interest of investors or 
consumers. The Commission no longer has any power to 
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impose conditions upon the interveners so that Federal can 
submit a plan to its stockholders. The merger has been con¬ 
summated. If the Commission has any power to enforce 
its order of September 24, 1941 as reaffirmed by its order 
under review, it must be under Section 11(e). 

But if the company after remand, had requested the 
Commission to enforce in the federal court under Section 
11(e) the order that had been set aside, the interveners 
would have been entitled to the judgment of the court, 
as well as that of the Commission as to whether the dis¬ 
crimination w’as “fair and equitable'’ to them. 

And it is submitted that under Section 11(e) a federal 
district court is required to give its independent judgment 
with respect to the legal rights of persons affected by the 
plan. The Supreme Court has already held that, if the 
rights of the interveners were judged in accordance with 
law, they were entitled to parity of treatment. Accordingly, 
a federal district court w^ould be bound to follow the opinion 
of the Supreme Court on this question of law and refuse 
to enforce the order of the Commission. 

In Federal’s application and declaration for leave to 
amend the merger agreement which was filed with the 
Commission (R. 125), it was stated: 

“Upon information and belief, there is no ground 
upon which Federal Water and Gas Corporation can 
require said persons and corporation referred to in 
said paragraph Fourth (d) of the merger agree¬ 
ment to surrender their stock in Federal Water 
Service Corporation and receive the consideration 
therefor specified in paragraph Fourth (d) * * *” 

A similar statement is made in Federal’s petition for review 
filed with this court (R. 30). It is submitted that this 
position is correct. 








4 


Apart from this, the Board of Directors of Federal, a 
majority of whom are not interveners, believe that it is 
fair to take such action as is properly open to them to ob¬ 
tain for the interveners the stock to which the Board be¬ 
lieves the interveners are legally and equitably entitled. It 
should not be overlooked that the corporation would have 
been unable to put through the reorganization in 1941 had 
it not been for the assistance given to the corporation by 
the interveners as individual stockholders of Federal Water 
Service Corporation and as officers and directors of Utility 
Operators Company. When the Commission determined 
on March 24, 1941 not to approve the merger agreement 
unless it discriminated against the stock owned by the in¬ 
terveners and purchased by them after November 8, 1937, 
the interveners claimed the right to sell their stock on the 
market and not participate in the reorganization. The 
Commission treated their stock as having been tainted by 
the decision of the Commision and considered that it had 
the right to prevent such sales in order to capture for the 
corporation any excess in value which might be obtained 
over the cost price of the stock. The interveners accord¬ 
ingly entered into individual agreements with the corpora¬ 
tion obligating themselves to hold their stock until Novem¬ 
ber 1, 1941 in order that the merger agreement might be¬ 
come effective with respect to this stock. (R. 24, 25). It was 
contemplated that the interveners would dissent from the 
plan in so far as it affected the stock discriminated against 
so as to protect their rights “as they may be established on 
such review”. (R. 25). In proposing the plan to the stock¬ 
holders, the corporation’s letter notified them of the pen¬ 
dency of the proposed appeal and stated that if the Com¬ 
mission’s decision should be reversed it was believed that the 
preferred stock held by the management should be permitted 
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to participate in the reorganization on the same basis as the 
other preferred stock (R. 27). The interveners caused the 
Class B stock owned by Utility Operators Company to be 
voted in favor of the plan including the discriminatory para¬ 
graph of the merger agreement. In this way, it was possible 
to put through in October, 1941, a plan of reorganization. 
It is submitted that the corporation is not in the position of 
a mere stakeholder in a controversy between the interveners 
and the Commission. Fairness and equity to the inter¬ 
veners demand that the corporation do what it properly 
can to carry out the understanding that if the interveners 
won their case they should receive stock on the same basis 
as other stockholders. 


SECOND 

AS TO THE CONTENTION THAT THERE WAS NO DIF¬ 
FERENCE BETWEEN THE MAJORITY AND THE MINORITY 
OF THE SUPREME COURT AS TO THE COMMISSION’S 
POWERS AND DUTIES. 

The Commission's brief states (p. 23, footnote 12): 

“Contrary to the suggestion of Federal Water 
(Fed. Br. 14), there is no difference between the 
majority and minority of the Supreme Court as to 
the Commission’s powers and duties, and the Com¬ 
mission correctly so observed (R. 130-51).” 

The Commission says (Com. Br. 22-23): 

“The minority further agreed with the majority 
of the court * * * that 'the Commission, not the 
Court, was invested by Congress with authority to 
determine whether the proposed reorganization or 
merger would be “fair and equitable” or whether it 
would be “detrimental to the public interest or the 
interest of investors or consumers”.’ ” 
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We do not find any statement in the majority opinion to 
this effect. On the contrary, the majority stated (R. 110): 

“It is not for us to determine independently what is 
'detrimental to the public interest or the interest of 
investors or consumers' 1 or 'fair or equitable’ within 
the meaning of §§ 7 and 11 of the Public Utility 
Holding Company Act of 1*935.” 

The majority of the court thus reserved decision as to what 
the statutory phrases meant and ap to the criteria to be ap¬ 
plied by the Commission in carrying out the policy of 
Congress. This is a very different concept from that ex¬ 
pressed by the minority. 

The Commission's brief (p. 23) also refers to the 
statement in the minority opinion (R. 112): 

“The conclusions of the Court with which I dis¬ 
agree are those in which it holds that while the 
Securities and Exchange Commission has abundant 
power to meet the situation presented by the activities 
of these respondents, it has not done so.” 

We do not read the majority opinion as holding that the 
Commission had abundant power to enter the order in¬ 
volved in that case. 

The majority said (R. 108): 

“Notwithstanding § 17 (a) and (b), therefore, 

. the Commission could take appropriate action for the 
correction of reorganization abuses found to be 
'detrimental to the public interest or the interest of 
investors or consumers.’ ” 

It did not define directly what it considered to be “appro¬ 
priate action for the correction of reorganization abuses”. 
Indirectly, however, it explained (R. 108): 
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“Had the Commission, acting upon its experience 
and peculiar competence, promulgated a general rule 
of which its order here was a particular applica¬ 
tion, the problem for our consideration would be 
very different/’ 

And again (R. 109): 

“But before transactions otherwise legal can be out¬ 
lawed or denied their usual business consequences, 
they must fall under the ban of some standards of 
conduct prescribed by an agency of government au¬ 
thorized to prescribe such standards—either the 
courts or Congress or an agency to which Congress 
has delegated its authority.” 

The minority, itself, interpreted the majority opinion as 
holding that the Commission “could have promulgated ‘a 
general rule of which its order here was a particular ap¬ 
plication’ but instead made merely an ad hoc judgment.” 
(R. 113). On the other hand, the minority also declared, 
as stated by the Commission (Com. Br. 24): “Of course, 
the Commission can now change the form of its decision 
to comply with the Court order”. Here is a plain incon¬ 
sistency in the opinion of the minority. The Commission 
in its brief attempts to resolve this inconsistency as follows 
(Com. Br. 24): 

“That this reference to the ‘intimation’ of the ma¬ 
jority was designed to state the extreme consequence 
of the reasoning of the majority, and not its actual 
holding, is manifest from the minority’s previous 
flat statements that the majority opinion authorizes 
the Commission to ‘change the form of its decision’ 
and ‘revise the language of its opinion.’ ” 

We can see nothing in the reasoning of the majority which 
would lead any one to think that its reference to a rule was 
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an “extreme consequence” of the reasoning of the majority 
rather than “illustrative” of the kind of action that might 
be taken by the Commission under the Act to prevent re¬ 
organization abuses. And certainly since the Commission 
is purporting to use the minority opinion for the purpose of 
explaining the opinion of the majority, the interpretation 
placed by the minority upon what the majority held with 
respect to a rule is to be preferred over the inconsistent 
statement of the minority, “Of course, the Commission can 
now change the form of its decision to comply with the 
Court order (R. 115).” 

It is unnecessary to refer to the numerous other differ¬ 
ences between the approach of the minority and that of the 
majority to the decision of the case. The difference be¬ 
tween what the majority said as to a rule and what the 
minority said as to the power of the Commission to act in 
a case-by-case method is sufficient, without more, to show 
the lack of merit in the argument of the Commission that 
there was no difference between the opinion of the majority 
and the opinion of the minority as to the Commission’s 
powers and duties. 

The brief of the Commission contends (Com. Br. 8): 

“* * * that petitioners have taken isolated para¬ 
graphs, phrases, and words in the Supreme Court’s 
opinion out of their context * * *” 

There is no merit in that contention. The context was 
fully set forth in the main briefs of petitioners. In our 
main brief (pp. 35, 36) we even struck out. for the purpose 
of argument, all the sentences in the opinion of the majority 
which the Commission considers “isolated” and contended 
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that the balance of the opinion left the Commission with 
no alternative but to grant Federal's application. 

The Commission’s brief (pp. 16-17) quotes at length 
from the opinion of the majority where the Commission 
says that the “crux of the Court’s opinion” is found. It 
is stated that “petitioners completely ignore this part of 
the Court's opinion, which is irreconcilable with their ex¬ 
planation of the meaning of the mandate.” In italics the 
Commission quotes (Com. Br. 16): 

“The Commission’s action cannot be upheld 
merely because findings might have been made and 
considerations disclosed which would justify its 
order as an appropriate safeguard for the interests 
protected by the Act. There must be such a re¬ 
sponsible finding.” 

This statement is not reasonably susceptible of the interpre¬ 
tation that if different findings had been made, the order 
of the Commission would have been sustained. The court 
merely told the Commission that it was deciding this case 
upon the basis of the findings made by the Commission. 

Whether the above quoted statement is consistent with 
the balance of the opinion of the majority depends upon 
the interpretation which is placed upon the phrase “findings 
might have been made and considerations disclosed which 
would justify its order as an appropriate safeguard for 
the interests protected by the Act”. It is our view that if 
the Commission had made a finding and disclosed con¬ 
siderations which justified a rule prohibiting purchases of 
stock by officers and directors of a registered holding com¬ 
pany and a subsidiary on the theory that such purchases 
constituted a reorganization abuse and the interveners had 
purchased their stock in violation of the rule, then the 
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Supreme Court might have sustained and enforced such a 
rule. 

The Commission also quotes in italics (Com. Br. 16): 

“But if the action is based upon a determination of 
law as to which the reviewing authority of the 
courts does come into play, an order may not stand 
if the agency has misconceived the law.” 

There is no doubt that the Supreme Court held that the 
order of the Commission could not be sustained because the 
Commission had made an error of law in its decision. The 
fact that the court held that the Commission’s order could 
not be sustained because the Commission had made an er¬ 
ror of law in determining the fiduciary duties of the inter¬ 
veners does not mean that the order would have been sus¬ 
tained if the Commission had not made this error of law. 
In fact the only way that the court could have decided this 
case so as to sustain the Commission's interpretation would 
have been for the court to have said that if the Commission 
had placed its decision on the basis of its administrative 
experience instead of on the basis of equity precedents, its 
order would have been sustained, but the court had no al¬ 
ternative but to set aside the order because the Commission 
had cited equity precedents in support of the rule which the 
Commission had applied. If the court had made such a 
decision, it would indeed have been requiring the Commis¬ 
sion to “justify its exercise of administrative discretion” 
in a “particular manner” and with “artistic refinement.” 
The court expressly stated that this was not the meaning of 
its opinion (R. 111). The Commission quotes in italics these 
words referred to above (Com. Br. 17): 

“We are not suggesting that the Commission must 
justify its exercise of administrative discretion in 
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any particular manner or with artistic refinement. 

We are not sticking in a bark of words.” 

These sentences are opposed to the Commission’s interpre¬ 
tation. 

The statement: “In finding that the Commission’s order 
cannot be sustained, we are not imposing any trammels on 
its powers,” also quoted by the Commission in italics (Com. 
Br. 17), does not mean that the court would have sustained 
the order of the Commission if it had not cited equity 
precedents in support of its conclusion. Whatever the 
powers of the Commission were under the statute remained 
unimpaired after the court’s decision because the court did 
not purport to determine independently of the Commission 
the meaning of the statutory phrases. 

The Commission also relies upon subsequent opinions 
of the Supreme Court which, it is said, throw light on what 
was decided by the majority of the Supreme Court in the 
Chenery Corporation case. In Yonkers v. United States, 
320 U. S. 685, the question was whether the Interstate Com¬ 
merce Commission had jurisdiction to authorize the aban¬ 
donment by the New York Central Railroad Company of 
a street railway in Yonkers. The Commission was author¬ 
ized by Congress to permit the abandonment, if the street 
railway was operated as a part of a general steam railroad 
system of transportation. The opinion of the majority ex¬ 
pressly stated, among other things, that time tables of the 
New York Central disclosed the service on this electric 
branch and that its operating results were reflected in the 
accounts of the New York Central System. The court held 
that the Commission’s order of abandonment must be re¬ 
versed because of the absence of the jurisdictional finding. 
Of course, the Commission upon the remand of the case 
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supplied the defect and its order was sustained. There is 
no similarity between that opinion and the Chenery Cor¬ 
poration opinion. A decision closer to the point, cited by 
the Commission is Connecticut Light & Power Co. v. F. P. 
C., 324 U. S. 515. The question was whether the Connecti¬ 
cut Light & Power Company was a public utility whose ac¬ 
counting practices were subject to the regulation of the 
Federal Power Commission. Decision had been rendered 
by this court in favor of the Commission (78 App. D. C. 
356: 141 F. (2d) 14). The Supreme Court held that this 
court had acter under a misapprehension as to the meaning 
of the statute and accordingly reversed the judgment (p. 
532). The court then considered whether the Commission’s 
decision was reached under the same misapprehension of the 
law. The court found that the Commission had made an 
error of law in its interpretation of decisions of the Supreme 
Court, and, because of this error of law, directed this court 
to remand the cause to the Federal Power Commission for 
further proceedings consistent with the opinion. The court 
said (p. 534) : 

“But for such an erroneous view of the law estab¬ 
lished by our decisions it seems doubtful if the Com¬ 
mission would have reached the conclusion that it did 
upon this record. Nor is it clear that if it were 
reached it would be supported by substantial evi¬ 
denced 

Mr. Justice Murphy, with whom Mr. Justice Black and 
Mr. Justice Reed concurred, dissented, stating (p. 536) : 

“The findings and opinion of the Federal Power 
Commission in this case make clear that they are 
substantially and reasonably rooted in fact and law 
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and that proper respect has been shown for jurisdic¬ 
tional limitations. Remand of the case to the Com¬ 
mission for further consideration thus can only 
serve to produce needless delay and to force the 
Commission to make certain minor and unnecessary 
changes in its written opinion. Cf., dissenting 
opinion in Securities and Exchange Commission v. 
Chenery Corp., 318 U. S. 80, 95.” 

A reading of the opinion of the majority will, however, 
show that the Commission was in effect told that if it per¬ 
sisted in its view of its jurisdiction, it would be reversed 
again. This view of the majority opinion was taken by 
Powell in the September, 1945 issue of Harv. Law Rev. 
Vol. LVIII, No. 7, pp. 1072-1093. 

Throughout the Commission’s discussion of the opin¬ 
ion of the Supreme Court, there is considerable confusion 
as to whether the Commission is attempting to maintain 
the proposition that the majority of the Supreme Court 
affirmatively held that the result reached by the Commission 
in this case was within the Commission’s power or whether 
it is attempting to maintain the proposition that the decision 
of the Commission was not in proper shape to enable the 
Supreme Court to pass final judgment on the question of 
the Commission’s power. 

In the Yonkers case, there is no doubt that the reversal 
of the Interstate Commerce Commission was on a technical 
ground which could be remedied by a new finding supplying 
the deficiency pointed out by the court. In the Connecticut 
Light & Power Company case, the reversal, although due 
to an error of law made by the Commission in misappre¬ 
hending Supreme Court opinions, was, in substance, a 
warning to the Commission that it would probably be re- 
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versed again if the Commission persisted in attempting to 
exercise jurisdiction over the company. When the Su¬ 
preme Court in the Chenery Corporation case said (R. 
Ill): “We merely hold that an administrative order can¬ 
not be upheld unless the grounds upon which the agency 
acted in exercising its powers were those upon which its 
action can be sutained”, it decided in the words of the Com¬ 
mission (Com. Br. 8-9) : 

“In our view the Court decided that the Com¬ 
mission’s order ‘plainly cannot stand’ on the basis 
of equity decisions and that it could not be sustained 
as an exercise of administrative judgment because 
the Commission’s opinion did not set forth the find¬ 
ings and considerations which would justify its 
order as an appropriate safeguard for the interests 
protected by the Act.” 

This statement is, however, ambiguous. It does not an¬ 
swer the question—“What findings and considerations 
w’ould it have been necessary for the Commission to state 
in order to justify its order as an appropriate safeguard 
etc. ? The Commission refers to what the court said about 
a rule as being merely illustrative. If so, what did it illus¬ 
trate? Manifestly, what, in the view of the court the Com¬ 
mission might possibly have done in the exercise of its ad¬ 
ministrative experience. 



15 


THIRD 

AS TO THE CONTENTION THAT THIS COURT IS 
LIMITED IN ITS REVIEW TO THE QUESTION WHETHER 
THERE IS ANY RATIONAL JUSTIFICATION FOR THE COM- 
MISSION’S NEW STANDARD OF CONDUCT FOR OFFICERS’ 
AND DIRECTORS’ PURCHASES. 

Point II of the Commission’s brief is entitled (Com. 
Br. 30): 

“The Commission’s determination of the facts 
and the remedy required in this case, in the light of 
its experience in effectuating the policies of the Act, 
is a rational administrative judgment which should 
be affirmed.” 

This point heading and the argument under it at once 
provoke the inquiry as to what were the policies of Con¬ 
gress set forth in Sections 7 and 11(e) of the Public Utility 
Holding Company Act. When this case was in this court 
before, the majority of the court, in an opinion by Chief 
Justice Groner, held that Congress had manifested no policy 
as to the purchases of stock by officers and directors of a 
registered holding company or a subsidiary other than that 
set forth in Section 17(a) and (b) of the statute. The 
Supreme Court did not express any disagreement from this 
point of view which indeed is apparent to anyone reading 
the statute or the legislative history of it. Moreover, Sec¬ 
tion 1 of the Act catalogs a considerable number of prac¬ 
tices which were declared to be “abuses” but the purchase 
of stock by officers and directors of a registered holding 
compay or a subsidiary while a plan of reorganization was 
on file with the Commission is not included in this enumera¬ 
tion. And Section 1(c) provides (Appendix, Fed. Main 
Br. p. ii) : 
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“* * * it is hereby declared to be the policy of this 
title, in accordance with which policy all the provi¬ 
sions of this title shall be interpreted, to meet the 
problems and eliminate the evils as enumerated in 
this section, connected with public utility holding 
companies,* * *” 

The Supreme Court said (R. 109) : 

“Congress itself did not proscribe the respondents’ 
purchases of preferred stock in Federal.” 

The Commission says with respect to this statement by the 
Supreme Court (p. 15) : 

“From what we have already shown, it seems clear 
that the Court’s reference to the fact that 'Congress 
itself did not proscribe the respondents’ purchases’ 
meant only that the general standards of the Act 
did not specifically envisage this type of reorganiza¬ 
tion abuse.* * *” 

This concession is sufficient for our present purpose. 

It is, therefore, clear and conceded that if there is to be 
a policy prohibiting purchases of stock by officers or direc¬ 
tors or controlling stockholders of a registered holding 
company while a plan of reorganization is on file with the 
Commission, the policy must be manufactured by the Com¬ 
mission. It cannot be said that the Commission in making 
an administrative decision under Section 7 or Section 11(e) 
the vehicle for declaring a new policy with respect to 
officers’ and directors’ purchases is carrying out a policy 
prescribed by Congress. This inescapable fact renders in¬ 
applicable all the cases cited by the Commission as to the 
scope of judicial review of administrative decisions. Fed¬ 
eral Trade Commission v. Keppel & Bros., 291 U. S. 304, 



17 


310-12, cited in Mr. Justice Miller’s dissenting opinion in 
this court, and in the minority opinion in the Chenery case 
(R. 116) and relied upon by the Commission (p. 15) arose 
under the Federal Trade Commission Act. This Act (Act 
of September 26, 1914, c. 311 (38 Stat. 717), U. S. C. Title 
15, §§ 41-51) provides (§ 5 U. S. C. § 45) : 

“Unfair methods of competition in commerce, 
and unfair or deceptive acts or practices in com¬ 
merce are hereby declared unlawful. 

The Commission is hereby empowered and 
directed to prevent persons, partnerships or corpora¬ 
tions * * * from using unfair methods of competi¬ 
tion in commerce and unfair or deceptive acts or 
practices in commerce.” 

In the Federal Trade Commission Act, Congress estab¬ 
lished a legislative policy prohibiting unfair acts or prac¬ 
tices in commerce. A statutory standard was prescribed 
for the Federal Trade Commission authorizing the Com¬ 
mission to determine in the first instance, subject to review 
by the courts, whether a particular act was unfair within 
the meaning of the statute. The Federal Trade Commis¬ 
sion naturally proceeds under this statute in the case-by-case 
method to determine the facts upon which the statutory 
command of Congress becomes operative. The Federal 
Trade Commission Act and the decisions of the court under 
it are in accordance with the constitutional principles under¬ 
lying the quasi-judicial decisions of administrative tribunals. 

In Opp Cotton Mills v. Administrator, 312 U. S. 126, 
the court said (p. 145) : 

“ * * * The essentials of the legislative function 
are the determination of the legislative policy and 
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its formulation as a rule of conduct. Those essen¬ 
tials are preserved when Congress specifies the basic 
conclusions of fact upon ascertainment of which 
through relevant data by a designated administra¬ 
tive agency, it ordains that its statutory command 
is to be effective.” 

The cases that have arisen under the National Labor 
Relations Act upon which the Commission relies so heavily 
illustrate the same principle. The National Labor Rela¬ 
tions Act (Act of July 5, 1935, c. 372, (49 Stat. 449) 
U. S. C. Title 29, §§151-166) provides (§8 U. S. C. 
§ 158): 

“It shall be an unfair labor practice for an em¬ 
ployer— 

(1) to interfere with, restrain or coerce em¬ 
ployees in the exercise of the rights guaranteed in 
Section 7.” 

* * * 

In Republic Aviation Corp. v. N. L. R. B., — U. S. — 
89 L. Ed. 914, the Supreme Court in the passage quoted 
by the Commission in its brief (p. 34) said (p. 918): 

“An administrative agency with power after 
hearings to determine on the evidence in adversary 
proceedings whether violations of statutory com¬ 
mands have occurred may infer within the limits 
of the inquiry from the proven facts such conclu¬ 
sions as reasonably may be based upon the facts 
proven.” 

Such cases are in point only where the Commission in 
making an administrative decision is determining whether 
statutory commands have been violated. Here it is con¬ 
ceded that there is no statutory command that officers and 



19 


directors of a registered holding company of a subsidiary 
shall not purchase stock when a plan of reorganization is 
on file with the Commission. 

There is, however, a statutory command that a plan of 
reorganization filed under Section 11(e) shall not be ap¬ 
proved by the Commission unless it is fair and equitable to 
the persons affected thereby. If the company requests the 
Commission to enforce such a plan, the district court must 
also find that the plan is “fair and equitable’’. 

The Commission contends that if it has the power under 
the phrase “fair and equitable” to promulgate a rule pro¬ 
hibiting officers’ and directors’ purchases while a plan of 
reorganization is on file with the Commission, it necessarily 
follows that it has the power to hold that a plan of reor¬ 
ganization is not “fair and equitable” if it treats the stock 
of officers or directors or controlling stockholders on the 
same basis as other stockholders, provided the Commission 
finds that the circumstances are such that it might have 
promulgated a rule prohibiting the purchases of the stock. 

From the standpoint of common sense this is shocking. 
It is as if a constitution authorized the legislature to pass 
a law prescribing a rule of conduct and a court should hold 
a person guilty of violating a non-existent law on the theory 
that the legislature had been authorized by the Constitution 
to enact it. 

There is no precedent for this extraordinary contention 
by the Commission. Nevertheless it underlies its entire 
brief. The Commission says (p. 15): 

“* * * this reference to the Commission's rule— 
making power is merely illustrative and not intended 
to prohibit the Commission from developing stand¬ 
ards of conduct on a case-by-case basis, which is as 
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sound an approach to the gzwtff-judicial actions of 
an administrative body as the traditional common- 
law process of inclusion and exclusion.” 

In National Broadcasting Co. v. United States, 319 
U. S. 190. the Federal Communications Commission was 
authorized by Congress to grant broadcasting licenses un¬ 
der such circumstances as would serve the “public interest, 
convenience or necessity.” It was also authorized “to make 
special regulations applicable to radio stations engaged in 
chain broadcasting". After investigation, it promulgated 
extensive regulations proscribing certain terms in customary 
contracts made by the licensees with network organiza¬ 
tions. These regulations were sustained by the Supreme 
Court as within the power of the Commission acting under 
the statutory standard of “public interest, convenience or 

necessitv”. Nevertheless there can be no doubt that if the 
* 

Communications Commission had denied a renewal of a 
station license upon the ground that the licensee had made 
a contract with a network organization containing the 
usual terms, there being no rule of the Commission pro¬ 
hibiting such contracts, such action by the Commission 
would have been set aside by the courts. 

The Commission argues (Com. Br. 41) that the only 
question open to this court on judicial review is whether 
there is any rational justification for the Commission’s 
conclusions based upon its administrative experience. It 
refers in its argument to the “nature and scope” of mana¬ 
gerial powers and duties in a voluntary reorganization un¬ 
der the Act: the areas of conflict between the interests of 
the management and those of the public investors: the haz¬ 
ards of harm to investors where management undertakes 
to pursue its self-interests at the times when it is supposed 
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to be undertaking the reorganization for the benefit of the 
investors; the difficulties of proving actual harm, e.g., in 
terms of delays in effectuating the plan * * These argu¬ 
ments could be used if the Commission were called upon 
to defend its authority to pass a rule having prospective 
operation or the constitutionality of such a rule. 

In Smolowe v. Delendo Corporation, 136 F. (2d) 231 
(C. C. A. 2, 1943) cert den. 320 U. S. 751, the constitution¬ 
ality of Section 16(b) of the Securities Exchange Act of 
1934 was sustained by such arguments as were employed by 
the Commission in its decision of this case. The court said 
(p. 239): 

“In effect it was but a new approach to the common 
law attitude which had long recognized the reason¬ 
ableness of enforcing a level of conduct upon fiduci¬ 
aries ‘higher than that trodden by the crowd/ See 
Meinhard v. Salmon, 249 N. Y. 458, 464, 164 N. E. 
545, 546, 62 A. L. R. 1. It would not have been un¬ 
reasonable here to prohibit all short-swing specula¬ 
tion by corporate fiduciaries. Cf. Booth v. People of 
State of Illinois, 184 U. S. 425, 22 S. Ct. 425, 46 
L. Ed. 623; Otis v. Parker, 187 U. S. 606, 33 S. Ct. 
168, 47 L. Ed. 323; Oliver Bros. v. Federal Trade 
Commission, 4 Cir., 102 F. (2d) 763. See Securities 
and Exchange Commission v. Chenery Corp., 318 

U. S. 80, 63 S. Ct. 454, 461, 87 L. Ed. --: ‘Abuse 

of corporate position, influence and access to in¬ 
formation may raise questions so subtle that the law 
can deal with them effectively only by prohibitions 
not concerned with the fairness of a particular 
transaction/ ” 

The question here is not whether the Commission could 
sustain a rule having prospective operation but whether 
there is substantial evidence to sustain the conclusion of the 
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Commission that it was detrimental to the public interest 
or the interest of investors or consumers and was not fair 
and equitable to allow Federal to amend the merger agree¬ 
ment so as to conform that agreement to the legal rights 
of the interveners as established by the decision of the 
Supreme Court. The Commission can of course apply the 
case-by-case method in determining whether a particular 
plan for the issuance of securities or the modification of 
rights of stockholders is “detrimental to the public interest 
or the interest of investors or consumers” or is “fair and 
equitable/’ It cannot use any other method. But in deter¬ 
mining in the case-by-case method whether such a plan 
meets the statutory standard, it cannot rely as a reason for 
its decision holding a plan unfair and inequitable upon a 
non-existent standard with respect to officers’ and directors’ 
purchases even though it might have established such a 
standard by rule. A non-existent rule or policy is no evi¬ 
dence whatever. 

The Commission states (p. 50): 

“It may be noted that petitioners do not claim to 
rely on any affirmative Commission ruling as to the 
propriety of their purchase program or even upon 
any Commission rule or precedent of general applica¬ 
bility.” 

In our main brief we pointed out in our statement of 
facts (p. 12): 

“Pursuant to Rule U-4 (See Appendix of Statutes 
and Rules, p. xiii) each of the applications and dec¬ 
larations filed with the Commission contained a 
reservation of and refusal to waive constitutional or 
legal rights.” 

Rule U-4 provided, in part (appendix Fed. Main Br. 
p. xiii): 
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“Any person filing, signing, or certifying to any noti¬ 
fication, statement, application, declaration, report, 
or other document pursuant to the Act, the rules and 
regulations or any order of the Commission under 
the Act or the rules and regulations in this part, may 
include therein in behalf of such person or of any 
other person affected thereby an express reservation 
of, and refusal to waive, any constitutional or legal 
rights.” 

Is it not the argument of the Commission that the in¬ 
terveners lost their legal right to purchase preferred stock 
of Federal Water Service Corporation because Federal 
Water Service Corporation had on file with the Commis¬ 
sion a plan of reorganization? 

In the appendix of rules also attached to our main brief 
(p. xvi) reference is made to the requirement that the 
company must furnish a list of officers' and directors' pur¬ 
chases and all sales of securities of any company to which 
the plan relates or every subsidiary within a period of three 
years prior to the filing of the application. This is in addi¬ 
tion to the rules of the Commission for the enforcement of 
Section 17 of the Act. It cannot therefore be contended 
that the Commission did not consider the question of offi¬ 
cers' and directors' purchases in the promulgation of gen¬ 
eral rules under the Act. There was, of course, no affirma¬ 
tive permission granted to officers and directors by rule of 
the Commission to purchase securities when a plan of re¬ 
organization was on file with the Commission but the fact 
that the Commission considered officers’ and directors’ pur¬ 
chases in connection with a plan and made no affirmative 
prohibition would lead anyone to assume that such pur¬ 
chases were permitted, as of course they were. 



24 


In our main brief, we said (p. 32) : 

“It is clearly established that any quasi-judicial 
administrative decision must be based upon the evi¬ 
dence contained in the record. Interstate Commerce 
Commission v. Louisville & Nashville RR. Co., 227 
U. S. 88, 91, 93, Chicago Junction Case, 264 U. S. 
258, 263. Here, the Commission devoted large sec¬ 
tions of its opinion to speculations as to what other 
companies might do if so inclined which are not 
based upon the record and some of them, if not most, 
are based upon hypotheses contrary to common 
knowledge.” 

The Commission in its brief (p. 35) agrees with the 
proposition that an administrative decision must be based 
upon evidence contained in the record (footnote 24). The 
Commission attempts to reconcile its decision in this case 
with this “concededly correct proposition” on the theory 
that all the Commission did in making its decision was to 
draw inferences from the facts contained in the record. 
The Commission lists (pp. 36-40) fourteen statements 
which it contends are sustained by the record. The only 
legitimate and reasonable inference from these statements 
is that made by this court in its former opinion quoted in 
our main brief (p. 46) and by the Supreme Court in its 
opinion (R. 101) : 

“The respondents frankly admitted that their pur¬ 
pose in buying the preferred stock was to protect 
their interests in the company.” 

But the Commission did not rely upon its inferences 
from these facts to support its decision. It went outside 
the record for other alleged facts to support the new policy 
which it believed to be desirable. The Commission stated 
(R. 153) : 
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“The management of a holding company under the 
Act through its pervasive control over the financial, 
operational and accounting policies of the parent 
and its operating subsidiaries, is in a position to 
initiate and shape market movements.” 

This statement is not an inference which can be drawn 
from the facts in the record or from any findings of fact 
made by the Commission. It purports to be an inference 
from facts which have come to the Commission in the ex¬ 
ercise of its regulatory powers over holding companies 
generally. The Commission further stated in its opinion 
with respect to the management of a holding company (R. 
153-154): 


“It can determine whether and when subsidi¬ 
ary earnings are to be drawn up into the hold¬ 
ing company or withheld or obscured within the 
accounts of the subsidiaries. Through such deter¬ 
minations it can affect substantially the corporate 
income of the holding company, reduce or increase 
an impairment of capital, and ultimately affect its 
ability to pay dividends. These are important fac¬ 
tors affecting the market prices of the holding 
company’s outstanding securities, and even affecting 
the ultimate allocation of new securities among the 
various classes of security holders.” 

The last sentence above quoted purports to be an inference 
which the Commission derives from an actual experience. 
The Commission purports to tell this court that in its 
allocation of securities in a reorganization it has actually 
been misled by some holding companies to give a larger 
participation to certain securities than it otherwise would 
have given in view of the practices of these companies with 
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respect to accounting. This is not an inference which can 
reasonably be drawn from any facts in this record. It 
is unnecessary to refer to the other statements in the Com¬ 
mission’s decision which might be appropriate if the Com¬ 
mission were defending the prospective operation of a rule 
but which certainly cannot be characterized as inferences 
which can be drawn from facts in this record. 

The decision of the Commission is, therefore, plainly 
erroneous. There were no facts before the Commission 
from which the Commission could reasonably conclude 
that petitioner's plan to amend the merger agreement was 
detrimental to the public interest or the interest of investors 
or consumers or was unfair and inequitable. 

There is no question as to the power of the court to 
determine whether the Commission on the conceded facts 
adopted erroneous criteria in making its decision. For 
recent cases in addition to those cited in our main brief, see 
Thomson v. United States, 321 L : . S. 19: McLean Truck¬ 
ing Co. v. United States, 321 U. S. 67: Eastern Central 
Assn. v. United States, 321 U. S. 194: Barrett Line, Inc. v. 
United States, decided June 18, 1945, — U. S. — 89 L. Ed. 
1405. 

That a federal district court in passing upon the fair¬ 
ness and equity of a reorganization plan under Section 
11(e) must compel fair and equitable recognition of legal 
rights, we submit is clearly established by the authorities. 

In Okin v. Securities and Exchange Commission, 145 
F. (2d) 206 (C. C. A. 2, 1944), the court said that the legis¬ 
lative history of the Act evinced a congressional intent 
“that the relationship of the Securities and Exchange Com¬ 
mission and the district court provided for in §11 should be 
'exactly’ the same as that of the Interstate Commerce Com- 
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mission and the district court in railroad reorganization 
under § 77 of the Bankruptcy Act.” This decision was 
followed by the Circuit Court of Appeals for the Third 
Circuit in Lownsbury v. Securities and Exchange Commis¬ 
sion, decided September 11, 1945, 151 F. (2d)—; (C. C. H. 
Federal Securities Law Service ft 90,322) in which the 
court quoted with approval the statement of the Second Cir¬ 
cuit that the relationship between the Securities and Ex¬ 
change Commission and the district court provided for in 
§11 should be “exactly” the same as that of the Interstate 
Commerce Commission and the district court in railroad 
reorganization under § 77 of the Bankruptcy Act. 

The relationship between the Interstate Commerce Com¬ 
mission and the federal district court under Section 77 of 
the Bankruptcy Act was discussed by the Supreme Court 
in Ecker v. Western Pacific R. Co., 318 U. S. 448. The 
court held that upon certain questions involved in the reor¬ 
ganization, the district court was not at liberty to give an 
independent judgment w’hile as to other questions involving 
the fairness and equity of the plan, the court was required 
to give its independent judgment. On a question involv¬ 
ing priorities of conflicting liens, the Supreme Court (pp. 
489-499) itself construed the relevant provisions of the 
mortgage as a question of law’. In his concurring opinion, 
Mr. Justice Roberts, w’ith w’hom Mr. Justice Frankfurter 
concurred, after referring to the provisions of the Act re¬ 
quiring that the district court be satisfied that the plan is 
“fair and equitable, affords due recognition to the rights 
of each class of creditors and stockholders, does not dis¬ 
criminate unfairly in favor of any class of creditors or 
stockholders, and will conform to the requirements of the 
law’ of the land regarding the participation of the various 
classes of creditors and stockholders,” said (p. 514): 
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“I read this language as placing upon the court 
a duty quite distinct from any imposed upon it in 
connection with the general features of the plan or 
in connection with any findings of the Commission 
with respect to the value of property. The statute 
contemplates that the judge shall not only examine 
the findings with respect to the fair equivalent of 
what is granted to mortgagees or stockholders com¬ 
pared to the interest in the old company that they 
are to surrender, and the Commission's reasons for 
its action, but also hear evidence by which he may 
be more fully informed as to the equity and fairness, 
as those'terms have specific legal connotation, of 
rights accorded under the plan in relation to those 
theretofore enjoyed. In my view, Congress intended 
that the judge should satisfy himself, as in the old 
equity proceedings he was bound to do, that the re¬ 
lation between the various classes of investors is 
substantially maintained in the reorganization.” 


It is submitted that the Commission had no adminis¬ 
trative discretion in this case. The right of the interveners 
to parity of treatment was established by the fact that there 
was no basis in law for distinguishing between the stock 
owned by the interveners and that owned by others in a 
“fair and equitable” plan of reorganization. 


Respectfully submitted. 


Allen S. Hubbard 
Attorney for Petitioner 
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